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Calendar of Events 

March 17—Regular Meeting of the 
Board of Directors. 

March 17—7:45 P.M.—Society Meet- 
ing—Subject: Appraisals as Re- 
lated to Accounting. Location: 
\Valdorf-Astoria Hotel, Lexington 
Avenue at 49th Street, New York 
City. 

April 9—Regular Meeting of the 
Board of Directors. 

April 14—7 :45 P.M.—Society Meet- 
ing—Subject: To be announced 
later. Location: Waldorf-Astoria 
Hotel, Lexington Avenue at 49th 
Street, New York City. 


Message from President Fedde 


For some of the younger members 
of our profession who are being 
called into military service, there 
exists a serious problem with respect 
to the continuation of their practice. 
In many cases much time and effort 
have been expended by these men 
in building up a sound and _ profit- 
able clientele. But unless proper at- 
tention can be given to the affairs 
of these clients, the voung account- 
ant now entering upon his year of 
military training will return to find 
his business neglected, with the pos- 
sibility that his practice—during his 
absence—will have vanished. I need 
not point out further the seriousness 
of such a situation, nor the fact that 
all members of the profession should 
feel a responsibility for seeing that 
such a condition does not come 
about. 

It seems to me to be incumbent 
upon the older members of the ac- 
counting profession, particularly 
those past the age of military ser- 
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vice, to come to the rescue of their 
younger contemporaries in_ this 
emergency. In my opinion, the 
young accountant with an active 
practice, who finds himself called up 
for service, should feel free to re- 
quest an older member to take over 
his work in his absence. He should 
be made to feel that during his year 
of military training his affairs will 
be properly taken care of for his 
account, he will receive what is 
owing to him, and that upon his 
return his practice will be turned 
back to him again. 

This is a real service that older 
members of this Society can render 
to those men who some day in their 
turn will be taking over the greater 
responsibilities of the profession. 
Therefore, I sincerely hope that any 
requests for assistance on the part 
of our younger practitioners will be 
cheerfully and willingly met by their 
elders, and that the latter will put 
forth every effort during the term 
of enforced absence to assure the 
proper administration and return of 
such affairs as may be entrusted to 
their care. 


Radio Programs 

The Society has secured radio time 
over Station WOR for the presenta- 
tion of two programs which will be 
of assistance to the general public in 
making out their 1940 income tax 
returns. The material used in 
formulating these programs has been 
prepared with the assistance of the 
Committee on Federal Taxation, of 
which Mr. Nicholas Salvatore is 
Chairman. It was felt that there was 
a particular need this year for a pub- 
lic service of this kind on the part of 
the Society in view of the changes in 
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the income tax laws. These broad- 
casts are to be in question and an- 
swer form, and the information to be 
given is aimed principally at tax- 
payers in the low income groups, the 
numbers of which will be greatly in- 
creased this year due to the lowering 
of the gross income factor and the 
rates for personal exemptions. The 
President of the Society, Mr. A. S. 
Fedde, will be the principal in these 
broadcasts, and he will be inter- 
viewed by an average taxpayer seek- 
ing information on how to file his 
return. 

It is hoped that members of the 
Society will listen to these broad- 
casts. The Public Relations Depart- 
ment will appreciate receiving any 
comments or suggestions on the part 
of the members with respect to this 
initial effort, which it hopes to con- 
tinue every year. Similar broadcasts 
are also being planned over local sta- 
tions in our chapter cities, Albany, 
suffalo, Rochester, and Syracuse. 

The times and dates of the two 
broadcasts over Station WOR in 
New York City are as follows: 
Tuesday, March 4th—5 to 5:15 P. M. 
Tuesday, March 11th—5 to 5:15 P. M. 


Inasmuch as these periods are sub- 
ject to last minute change by Station 
WOR, members should consult the 
newspapers beforehand to make sure 
that no postponement has been 
made. 


Geographical Directory of Members 

To meet the requests of bankers, 
credit men, trade associations and 
others interested, 8,000 copies of the 
Directory of Members of The New 
York State Society have been dis- 
tributed this month. The number 
of communications and telephone re- 
quests received for copies of this 
publication indicate that it is con- 
stantly being used by these groups. 

This Directory is not sent to the 
members of the Society. However, 
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any member wishing a copy of the 
Directory may obtain one upon re- 
quest. 

We wish to call the attention of 
the members to the fact that the 
1941 Directory has been arranged 
geographically instead of alphabetically 
as was the practice in previous 
years. This new arrangement was 
decided upon after much considera- 
tion, as it was thought that a geo- 
graphical list of our members would 
be more helpful to the banks, credit 
men, and others who use this Direc- 
tory in locating certified public ac- 
countants in other cities and states. 


March Society Meeting 


Appraisals as Related to Account- 
ing will be the subject of the March 
17th meeting of the Society to be 
held at the Waldorf-Astoria Hotel at 
7:45 P.M. Mr. Lyle H. Olson, of the 
American Appraisal Company, will 
be the principal speaker. Mr. Henry 
A. Horne will comment on Mr. 
Olson’s address, and a question and 
answer period will follow. 

Members attention is called to the 
fact that as provided in the by-laws 
seven members of the Committee on 
Nominations will be chosen at this 
meeting for the nomination of 
officers and directors. 

FAR > eo 
Edward T. Perine 

Edward T. Perine, of the firm of 
Perine & Co., died on January 16, 
1941, at the age of 70. Mr. Perine 
was a member of the Society since 
June, 1938. 

He was the author of two books 
and also contributed financial ar- 
ticles to various publications and 
was a frequent speaker at bankers’ 
conventions and similar meetings. 

He is survived by a daughter. 





The Society, as well as the ac- 
countancy profession, have suffered 
a real loss in his passing. 

er eam 
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Dun & Bradstreet 
Natural Business Year Studies 


Commencing in March, 1938, the 
Research and Statistical Division of 
Dun & Bradstreet, Inc., in coopera- 
tion with the Natural Business Year 
Council, has published at frequent 
intervals a series of Bulletins ana- 
lyzing the seasonal characteristics 
of various industries with respect to 
production, sales, inventories, re- 
ceivables and liabilities. These Bul- 
letins take up the question of fiscal 
closing dates, and recommend the 
more natural and appropriate fiscal 
dates for the various types of indus- 
tries studied. 

The latest Bulletin—No. 25—deals 
with the Fertilizer Manufacturing 
industry. Below are listed the other 
Bulletins already published, which 
are available upon request at the 
office of the Natural Business Year 
Council, 13 East 4lst Street, New 
York City. 


No. 1. Fur Coat Manufacturers 

No. 2. Radio Manufacturers 

No. 3. Women’s Trimmed Hat 
Manufacturers 

No. +. Farm Equipment Manufac- 
turers 

No. 5. Department Stores 

No. 6. Shoe Manufacturers 


No. 7. Flour Millers 

No. 8. Dry Goods Wholesalers 

No. 9. Producers of Crude Cotton- 
seed Oil and Refiners of 
Cottonseed Oil 

No. 10. Jewelry Retailers 

No. 11. Furniture Manufacturers 

No. 12. Paint, Varnish & Lacquer 
Manufacturers 

No. 13. Cement Manufacturers 

No. 14. Fruit & Vegetable Canners 

No. 15. Candy Manufacturers 

No. 16. Hosiery Manufacturers 
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No. 17. Men’s Work Clothing Man- 
ufacturers 

No. 18. Women’s Coat and Suit 
Manufacturers 

No. 19. Cotton Textile Weavers 

No. 20. Retail Drug Stores 

No. 21. Lumber and Building Mater- 
ial Retailers 

No. 22. Meat Packers 

No. 23. Breweries 

No. 24. Oleomargerine Manufacturers 


Securities and Exchange 
Commission 


On page 329 of this issue is pub- 
lished Accounting Series Release No. 
21, containing certain amendments 
to rules 2-02 and 3-07 of Regulation 
S-X. With particular reference to the 
question of accounting certificates, 
the Committee on Auditing Proced- 
ure of the American Institute of 
Accountants is now preparing a 
statement on any revisions that may 
be necessary to the standard short 
form of auditor’s report. This state- 
ment will appear in the March issue 
of the JOURNAL OF ACCOUNTANCY. 


Selection of Accountants by 
Directors 


On January 2nd the Securities and 
Exchange Commission announced in 
release No. 41, Investment-Company 
Act of 1940, the adoption of rule 
N-6C-7 temporarily exempting cer- 
tain registered investment companies 
from the requirements that their in- 
dependent public accountants be 
selected by those directors of the 
company who are not directly con- 
cerned in its management. 
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Section 32 (a) of the investment- 
company act sets up certain proced- 
ures to be followed in the selection 
of independent public accountants for 
investment companies, among which 
is the requirement that they be 
selected by a majority of those mem- 
bers of the company’s board of direc- 
tors who are independent of the 
management—that is, who are 
neither officers, employees, nor in- 
vestment advisers of the company, 
nor affiliated persons of such an in- 
vestment adviser—and that the selec- 
tion be submitted for “ratification or 
rejection” at the next succeeding 
annual meeting of stockholders. At 
the present time certain companies 
do not have the independent direc- 
tors needed to meet this requirement. 
After November 1, 1941, when the 
provisions of section 10 (a) of the 
act become effective, at least 40 per 
cent of the board of every registered 
investment company will have to 
consist of persons independent of the 
management, but the legislative his- 
tory of the act clearly indicates that 
until that date there should be no 
legal compulsion to change the com- 
position of existing directorates. 





The effect of rule N-6C-7 is to per- 
mit the selection of independent pub- 
lic accountants until November 1, 
1941, by a majority of the whole 
board of directors of those companies 
which are not presently able to com- 
ply strictly with the requirements of 
section 32 (a) of the act. 


American Institute Publication 


The American Institute of Ac- 
countants has recently published in 
book form more than 40 papers pre- 
sented at the Institute’s annual meet- 
ing held last October in Memphis, 
Tenn. This book, entitled EXPERIENCES 
WITH EXTENSIONS OF AUDITING PRO- 
CEDURE, also contains papers dealing 
with the internal conduct of an ac- 
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counting practice, audits of building 
and loan associations, accounting for 
the oil industry, audit working 
papers, accounting procedure and re- 
search, professional ethics, and many 
other topics. It includes addresses 
by Jerome N. Frank, Chairman of 
the Securities and Exchange Com- 
mission, Leland Olds, Chairman of 
the Federal Power Commission, and 
Ewin L. Davis, Chairman of the 
Federal Trade Commission. 

Copies of this book are available 
at the office of the American Insti- 
tute of Accountants, 13 East 41st 
Street, New York City, price $1.00. 


Balance Sheet of the Future 


There has recently been published 
by Dun & Bradstreet, Inc., a pam- 
phlet entitled Tor BALANCE SHEET OF 
THE Future, prepared by Roy A. 
Foulke, Manager of the Specialized 
Report Department of that organiza- 
tion. This pamphlet bases its com- 
ments on the replies received to a 
questionnaire sent to a_ selected 
group of business men and public 
accountants in which sixteen ques- 
tions were asked which sought to 
determine the probable character of 
financial statements of future years. 
These questions dealt with the desir- 
ability for expanding the inclusive- 
ness of the present-day balance 
sheet, and for the need of effecting 
changes in current methods of re- 
porting and accounting for inven- 
tories, investments, deferred liabili- 
ties and surplus. 


The replies to this questionnaire 
have been deemed of sufficient im- 
portance to merit the attention of 
the Society, and therefore the pam- 
phlet is being referred to the Com- 
mittee on Practice Procedure for 
their critical review and opinion. 
The comments of this Committee 
will be published, when received, in 
these columns. 


February 
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HE following is a list of applicants admitted to membership and 
associate membership in the Society, and also associate members 


advanced to membership at 

January 8, 1941: 

Membership 

Bernstein, A. David, 475 Fifth Avenue, 

Of Bernstein & Milchman. 
Bonchek, Henry, 570 Seventh Avenue. 
Cadley, M. J., 47-51—33rd Street, L. I. C., 
With Pepsi-Cola Company. 
Cohn, Maurice, 80 Maiden Lance, 
With Touche, Niven & Co. 
Danch, John L., 80 Maiden Lane, 
With Touche, Niven & Co. 
Geisel, George, 350 Madison Avenue, 
With Hurdman and Cranstoun. 
Golden, Nathaniel J., 11 West 42nd Street, 
Of Shacter & Golden. 
Goldman, Samuel, 45 John Street, 
Of Baumgarten & Arum. 
Hastings, James J., 24 Commerce Street, 
Newark, N. J., 
Of James J. Hastings & Co. 
Jablow, Alexander, 551 Fifth Avenue, 
Of Jablow & Jablow. 
McLaughlin, Leighton Bates, 42 Broadway, 
Of White, Bower & Prevo. 
Neill, John William Fraser, 56 Pine Street, 
With Price, Waterhouse & Co. 

Odell, Joseph Davis, 370 Lexington 
Avenue, 

With Paper Shipping Sack Manufac- 
turers Association. 

Rockey, Charles Snowden, 1200 Bankers 
Securities Bldg., Walnut and Juniper 
Streets, Philadelphia, Pa., 

Of Charles S. Rockey & Co. 

Santivasi, John Virgil, 85-52—148th Street, 
Jamaica, L. I. 

Vogel, Nathan, 11 West 42nd Street. 

Wagner, George, 67 Wall Street, 

Of Arthur Andersen & Co. 
Weiler, William Scott, 70 Pine Street, 
With Peat, Marwick, Mitchell & Co. 
Wiener, Irving I., 2 Park Avenue. 


Associate Membership 


Williamson, Robert John, 1013 Liberty 
3ank Bldg., Buffalo, 

With Lucker & Severance. 
Advancement from Associate Membership 
to Membership 
Bini, Benedict, 152 West 42nd Street, 

Ass’t. Controller, Terminal Barber 
Shops, Inc. 
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a meeting of the Board of Directors held on 


Deutsch, Eugene A., 1441 Broadway, 

Of Hyans, Stern & Company. 
Evans, Peter Guy, 60 Wall Street, 

With Morris & McVeigh. 

Freeman, Marcel Maurice, 60 East 196th 
Street. 
Gallagher, Philip C., 67 Wall Street, 

With Arthur Andersen & Co. 

Greulich, Charles, 212 Fifth Avenue, 

With Sam Finkelstein & Co., Inc. of Va. 
Hailer, George W., 120 Broadway. 
Hirschlag, Harold W., 19 West 44th Street, 

With Margold, Ersken & Wang. 
Jacobs, Earle E., Jr., 19 West 44th Street, 

With Klein, Hinds & Finke. 

Koby, Morris, 12 East 41st Street, 

Of Koby & Spector. 

Leatherbee, Clinton F., 430 E. 86th Street. 
Luper, Oral Leon, 1720 Rand Bldg., 
Buffalo, 

With Price, Waterhouse & Co. 
Mishkin, Edward A., 155 John Street, 

With Rothschild-Samuels-Duignan, Inc. 
Muldowney, James Xavier, 30 Broad Street, 

With R. G. Rankin & Co. 

Nerenberg, Sidney, 152 West 42nd Street, 

With Sudman Audit Company. 
Neumann, William, 40 Rector Street, 

With West, Flint & Co. 

Olsen, George, 107 William Street, 

With Fedde & Company. 

Rashkin, Benjamin, 521 Fifth Avenue, 

With Eisner & Lubin. 

Reck, Paul Ashley, Manhattan Bridge 
Plaza, Brooklyn, 

With Sperry-Gyroscope Company, Inc. 
Reid, David F., 60 Hudson Street, 

With Lamont, Corliss & Co. 

Stack, Francis, 609 West 187th Street. 
Tonjes, George M., 30 Rockefeller Plaza, 
With First Federal Savings and Loan 
Association of New York. 
Winderman, Milton, 111 Broadway, 
With Schapiro & Schapiro. 


The number of members in the 
Society as of February 1, 1941 is as 
follows: 





WMEGIMDOCES,oaicicsereeacis 3,402 
Associate Members.. 448 
"Fatahekc state 3,850 











State and City Taxes 


By Istpor Sack, C.P.A. 


HERE a family with several 
children is blessed with a new 
arrival, all interest and attention is 
centered on the stranger and the 
older children suffer neglect, partic- 
ularly if the newcomer should dis- 
play any queer characteristic or give 
signs of peculiar development. So it 
has been with our tax family. We 
have had several additions to it dur- 
ing 1940 and we have been so pre- 
occupied with understanding if not 
admiring the latest arrival that we 
have neglected the older taxes which 
we have had with us for many years 
and have lost sight of the fact that 
they present problems of their own 
and that they still deserve attention. 
It sometimes seems as if only 
through reduction of taxes can any 
of the fruits of enterprise be retained 
for the owners, and we do have the 
job of preparing State and City tax 
returns, so our job this evening will 
be the consideration of a miscella- 
neous assortment of State and City 
taxes. 

I will consider some features of 
the New York State Corporation 
Franchise tax, Personal Income Tax, 
New York City Sales Tax, Use Tax, 
Gross Receipts Tax. 

I will be able to deal only with 
some phases of them and not com- 
pletely with any of them; the result 
may be a rather kaleidoscopic re- 
view, but that is the nature of my 
assignment. 


Corporation Franchise Tax 


Most of the new problems arising 
under this law are not the result 
of rulings but arise out of discus- 
sions among accountants arguing 
for clients and in the absence of 
rulings the answers are not known. 


But the presentation of the argument 
on behalf of the taxpayer may be 
of some use to you. I will discuss 
a few of these for what they are 
worth. 


The Income Base: 

The state taxes “the entire net 
income”—a term which curiously 
enough has not been defined. The 
law states that the entire net income 
is presumably the same as the entire 
net income which the corporation is 
required to report to the United 
States, after certain designated 
changes therefrom. 

The decisions and the practice of 
the department, while not consistent, 
gives support to the view which I 
hold that true net income is the basis. 
Without any statutory definition of 
this term you may, in some border 
line case, have to leave it to the court 
to decide what income is as a matter 
of law. But if you have an item 
which clearly enters into the deter- 
mination of income, but which is not 
allowed or recognized in the federal 
definition of income, it should enter 
into the determination of true net 
income. 

The federal law contains nearly a 
dozen definitions of income of one 
kind or another for special sections 
of the law and for special classes of 
corporations and we have seen the 
federal definition of income change 
annually. 

When you are faced with an out-of- 
the-ordinary transaction you should 
determine what its true effect is on 
net income and not be controlled by 
the federal treatment. So, for ex- 
ample, if a loss on the sale or ex- 
change of a capital asset is in fact 
sustained, but is not recognized fed- 





Presented at the January 14, 1941 Meeting of The New York Chapter of the National 


Association of Cost Accountants. 
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State and City Taxes 


erally because it arises out of a trans- 
action regarded as tax-free under 
the federal law, it is my opinion that 
the loss nevertheless should be de- 
ducted in the determination of true 
net income. 

Deductions for expenses or losses 
actually sustained, even if not allow- 
able for federal purposes, or allow- 
able only in part, are nevertheless 
deductions which must be made to 
ascertain true income. 

The federal law did not allow 
capital losses as deductions, except 
to the extent of capital gains and 
even now has a similar provision 
with respect to short term capital 
losses. Without any specific pro- 
vision in the state law, the depart- 
ment allowed all excess capital losses 
on the state returns. 

This confirms me in the view that 
the state’s basis is independent of 
the federal definition of net income. 
The state law has recently been 
amended specifically to provide for 
this deduction of excess capital 
losses. 

It is surprising to me that this 
subject is not dealt in by any reported 
tax case. I suspect there has been 
some compromising and settlement 
work going on within the depart- 
ment whenever this point was raised. 


Segregation: 

If the entire business of a corpora- 
tion is transacted within the State 
the tax, if measured by income, is 
imposed on all of its income. If 
however, the entire business is not 
transacted within the State then the 
tax is on a proportion of such income 
determined by some headache-pro- 
ducing allocation formula. At an- 
other point the law states that if a 
corporation maintains no regular 
place of business outside of this 
State, except a statutory office, it 
shall be taxed on its entire net in- 
come. To this there is one exception 
introduced in 1940. A corporation 
which owns real estate outside of 
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the State is permitted to segregate 
all of its assets regardless of whether 
it maintains a place of business out- 
side of the State. 

Now then, is a corporation that 
actually does business out of the 
State taxable on all its income or is 
it entitled to the benefit arising from 
segregation of assets. The answer 
cannot be given with assurance but 
I will present the case for the right 
to segregate. The doubt is created 
by the use of various terms in sev- 
eral sections of the law bearing on 
this subject. 

One section refers to “transacting 
business”, another to “maintaining 
a regular place of business’’, and the 
exception for the companies owning 
real estate states that such a com- 
pany “shall be deemed to be doing 
business” outside of the State. 
Whether the test of the right to seg- 
regation is “transacting business” 
or “doing business” or “maintaining 
a regular place of business” is not 
at all clear. 

It is well recognized that a cor- 
poration may transact business with- 
in a State without maintaining a 
regular place of business therein. 
For example: it may have sales 
agents, goods and warehouses, may 
make deliveries from such goods 
and do many things without main- 
taining a place of business. A build- 
ing contractor may have a job in 
another state. It is conceded that 
a foreign corporation without any 
place of business in this State, but 
which nevertheless transacts busi- 
ness in this State is reached by the 
same franchise tax law. Whether a 
corporation will lose its right to seg- 
regate assets outside of the State, 
even though it transacts business 
outside of New York, just because 
it maintains no regular place of busi- 
ness elsewhere, is one of the impor- 
tant questions about this law that is 
still in doubt. 

If your company has assets out- 
side of the State and transacts busi- 
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ness outside of New York, you 
should claim the benefit of segrega- 
tion even though you maintain no 
place of business except in New 
York. 

But here is a more curious point: 
Once you establish the right to seg- 
regation because you maintain a 
place of business outside of the State 
you may then segregate all assets 
without the State, even those lo- 
cated in states other than the one 
in which you maintain a place of 
business. To illustrate: Suppose a 
corporation, whose principal place of 
business is in this State, maintains 
a branch in New Jersey, but does 
business through sales agents in IIli- 
nois, keeps goods in warehouses on 
the west coast and owns merchan- 
dise being processed for it in other 
states. You now have the right to 
segregate all assets outside of the 
State according to the statutory 
formula, and are not restricted to 
the assets which are located in New 
Jersey where the company has a 
branch. 

Sut until this question is definitely 
adjudicated, it may become profit- 
able to establish at least one place 
of business out of New York so as 
to be sure of the right to segregation. 

In the textile business, for ex- 
ample, corporations may have mer- 
chandise in the hands of printers and 
dyers in New England and the sou- 
thern states, and merchandise may 
be shipped from such points directly 
to a customer. If a place of busi- 
ness, however small, is established 
in some state outside of New York, 
all assets located at these points and 
accounts receivable arising out of 
deliveries from such points may be- 
come out of state assets and sub- 
stantially reduce the tax. From the 
fact that the law takes this pattern, 
I believe that it is the legislative in- 
tention to permit segregation if busi- 
ness is being done outside of New 
York, regardless of whether a regu- 
lar place of business is maintained. 
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Consolidated Returns: 

Can a corporation be forced to pay 
a tax on a consolidated basis unless 
there is an improper arrangement 
between the affiliated companies? 
By an improper arrangement I refer 
to charging a sales subsidiary so high 
a price for the merchandise that it 
cannot make a fair profit, or charg- 
ing it an excessive amount for serv- 
ices or for money advanced, etc. On 
the subject of consolidated returns, 
you must follow closely so as to un- 
derstand what the law says and 
what the law does not say. 


One section of the law provides 
that a parent company may be re- 
quired to file a report consolidating 
its operations with those of its sub- 
sidiary and that a subsidiary com- 
pany subject toa New York tax may 
be required to file a report consoli- 
dated with the owning company. 


Now these are merely provisions 
for filing returns and no taxing pow- 
ers are contained therein. The same 
section states that if it shall appear 
to the Tax Commission that there 
is an improper arrangement which 
results in an improper reflection of 
the business done on the net income 
earned from the business within the 
State, or the segregable assets, the 
Commission is empowered to equit- 
ably adjust the tax. 


These three provisions are all in 
one section and it seems reasonable 
to argue that the first two provisions 
are merely designed to give the Com- 
mission the information from which 
it can determine whether an im- 
proper arrangement exists and, if it 
so finds, to impose a tax on the equit- 
able basis authorized by third pro- 
vision. In the absence of an im- 
proper arrangement the power of 
the Commission to impose a tax on 
a consolidated basis, if it exists at 
all, must be construed only from 
another section of the law, which 
provides that where a consolidated 
return is filed the Commission may 
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assess the tax against either of the 
corporations. 


Now in form this does not add to 
the Commission’s power to tax or 
to the amount of the tax imposed, 
but may be considered to mean 
merely that where a consolidated 
report is filed, the Commission does 
not need to look too closely to de- 
termine precisely which of the com- 
panies involved should be taxed, 
particularly where it uses its power 
to adjust the tax equitably on ac- 
count of an improper arrangement, 
but may assess the tax against any 
of the corporations involved. On 
the other hand it may be argued that 
the tax should in all cases be de- 
termined on a consolidated basis 
where consolidated returns are called 
for. What the courts will decide is 
of course not predictable. 

I do know that some of the staff 
of the Tax Department entertain 
some doubts about the Commission’s 
rights to determine the tax on a con- 
solidated basis unless an improper 
arrangement exists, and you should 
bear this in mind if the problem 
presents itself. 


Excess Amortization of Defense 
Plants: 


The Second Revenue Act of 1940 
has special provisions with which 
you are familiar by now I trust, per- 
mitting in certain cases amortiza- 
tion over a 60 month period of the 
full cost of emergency facilities. 
There is no similar provision in the 
State franchise law. However, the 
Commission has announced that it 
will reach a similar result through 
allowances for depreciation and ob- 
solescence. 

The decision of the tax commis- 
sion was recently announced by the 
Governor who stated that no amend- 
ment to the law is required to coor- 
dinate the State and Federal defense 
programs in the matter of taxes on 
corporations. 
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Interest Paid to Members of a 

Family: 

Under Article 9-A the interest de- 
duction is limited so as to exclude 
interest to stockholders and mem- 
bers of their families. The term has 
been defined by a ruling published 
this year to be the same as the Fed- 
eral definition of members of a fam- 
ily, namely, to include brothers, sis- 
ters, spouse, ancestors and lineal de- 
scendants of such stockholders. 


Capital Stock Basis: 

A business corporation is required 
to compute the tax on the income 
basis and the capital stock basis, 
and pays whichever tax is higher. 

The state law is sprinkled with 
such pleasant opportunities. Before 
an amendment adopted in 1940 the 
date of valuation of capital stock 
was not stated. The form of return 
called for information as to the av- 
erage value during the year, the 
value at the end of the year, and 
at the beginning of the franchise 
year, and occasionally each of these 
was used. Now the law has been 
clarified and value at the close of 
the taxable year is the basis. 


Dissolution : 

The dissolution of a corporation 
prior to the close of the franchise 
year was required in order to avoid 
a tax for the following year. Now 
a 20 day period of grace has been 
granted, and a business corporation 
may conclude a dissolution by No- 
vember 20th or a real estate corpo- 
ration by January 20th, providing 
proceedings were begun before the 
beginning of these months. 


Field Auditors: 

The field examination of a corpo- 
ration return was a rarity. In fact 
it is more likely than not that if you 
had such an examination it was be- 
cause some auditor of the Tax Com- 
mission had something on you. 


The legislature has been per- 
suaded that field examinations would 
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be productive of profit, so an appro- 
priation was made for the special 
purpose of conducting more field 
examinations of tax returns and a 
competent accountant has _ been 
placed in charge of the work, and 
you may now look forward to having 
State audits, if not as uniformly as 
federal audits, at least occasionally. 


Personal Income Tax 


Capital Gains: 

The State Capital Gains Tax is en- 
tirely separate from the income tax. 
The only connection between them 
is with respect to the personal ex- 
emption. If you do not have enough 
income to absorb your personal ex- 
emption you may carry over the un- 
used portion against the capital gains 
tax. None of the distinctions be- 
tween long term and short term gains 
or losses appear in the State law. It 
is important to consider these differ- 
ences where sales are made solely 
for the purpose of reducing U. S. 
taxes. There may be an offsetting 
disadvantage on the State tax. 

There is a difference between the 
State tax on net capital gains and 
the Federal tax that deserves atten- 
tion. Under the Federal law a loss 
from the sale of a capital asset is de- 
ductible only if the asset was ac- 
quired in a transaction entered into 
for profit. Under the State defini- 
tion all assets other than those you 
include in inventory are capital 
assets. 

One result is that the loss on the 
sale of a residence, while not de- 
ductible federally, is deductible from 
capital gains on the state return. 
Another difference is that the state 
definition of “capital asset” does not 
include either land or equipment 
used in a trade or business, whereas 
the federal law includes land as a 
capital asset, making it necessary on 
the sale of a plant to apportion as 
between land and building both the 
cost and the selling price. 
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Correction of Taxes for 

Outlawed Years: 

The State made a start toward 
meeting the situation covered by 
Section 3801 of the Internal Reve- 
nue Code. Section 373 has been 
amended to provide that if the Com- 
mission disallows a deduction in the 
current year on the ground that it 
should have been taken during any 
of the five preceding years, a retund 
may be allowed in the prio~ vear even 
though otherwise outlaw d. But 
the refund will be limited to the 
amount of the additional tax assess- 
ment of the current year. This is of 
limited application obviously. 

If the taxpayer is in the same tax 
bracket in the current year as in the 
earlier year, the refund will offset 
the assessment and probably no ad- 
justment will be made. It does how- 
ever permit the Commission to al- 
low a deduction which might other- 
wise be outlawed. 

For example, an embezzlement is 
ordinarily a loss in the year in which 
it occurs, but suppose (through fail- 
ure of the embezzler to file an in- 
formation return) it is not discov- 
ered for three years after the event? 
You can’t deduct it during the year 
of discovery and but for this section 
you would be without relief. 

Of course neither this provision 
nor the companion provision of the 
Internal Revenue Code reach all 
cases of double taxation, but they 
are both salutary steps in the right 
direction and for this we should be 
thankful. 


Bad Debts on a Reserve Basis: 
Beginning with 1939 a taxpayer 
(individual, partnership or fiduciary) 
filing a state return has the option to 
treat all bad debts either on the basis 
of taking deductions for debts ascer- 
tained to be worthless or by a re- 
serve for bad debts. Prior thereto 
the reserve method was not per- 
mitted. The option was available 
in 1939 and if not taken then no 
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change can be made except upon the 
approval of the Commission. Pre- 
umably the Commission will permit 
a taxpayer to adopt for State tax 
purpose the same basis as he uses 
for Federal taxes. 


Deduction for Unincorporated 

Business Tax: 

The Appellate Division decided 
that the unincorporated business tax 
is an income tax and may not be de- 
ducted from personal income. This 
confirms the prior ruling of the State 
Tax Commissioner. (TF roelick  v. 
Graves). 


Dividends Paid by Companies 

with a Deficit: 

The Federal law was amended in 
1936 to include as a dividend a dis- 
tribution by a company having an 
impaired capital, provided the divi- 
dends were paid out of the earnings 
of the current year. 

The State has no such rule but sub- 
tantially the same result has been 
reached through a decision of the 
Court of Appeals, which held that 
distributions out of current earnings 
were dividends under the State in- 
come tax law, even though the com- 
pany had an earnings deficit at the 
beginning of the year in excess of the 
earnings of the current year. 


Wash Sales—Stock Dividends— 
Sales to Members of a Family: 
There are two long standing differ- 

ences between the Federal and Per- 
sonal Income Tax Laws, which, not- 
withstanding that they have existed 
for many years, have not been wholly 
understood and for that reason | 
mention them here. 

The Federal law now taxes stock 
dividends with the exception that 
common stock dividends paid to 
common stockholders are still free 
from tax. 

The State law still says that stock 
dividends are not taxable, and I be- 
lieve that common on preferred and 
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preferred on common still are free 
from tax under the State law. 

This means not only that the in- 
come of the year in which dividends 
received will be different under the 
two laws, but also that the basis on 
sale will be different. 

Another point is that losses result- 
ing from wash sales of securities 
(that is, where securities similar to 
those sold were bought within 30 
days before, or within 30 days after 
the sale) are not deductible. There 
has never been such a provision in 
the State law and losses from such 
sales are deductible. This means 
that there will similarly be a differ- 
ence in the year when such sales 
are made and also in the basis of the 
stock purchased. 

Since 1936 losses on the sales of 
securities to members of a family 
and certain affiliated persons have 
not been allowed as deductions for 
federal tax purposes. There is no 
similar State provision. 


Deductions for Charitable 

Contributions: 

Under the federal and state laws 
deductions for charitable deductions 
may be taken to the extent of 15% 
of the taxpayer’s net income. By 
reason of several federal decisions 
capital gains are included in the base 
for the computation of the 15% limi- 
tation, while net capital losses do not 
reduce this base federally. Under 
the state law, however, as capital 
gains and losses are separated from 
the report of ordinary net income, 
net capital gains or losses do not 
enter into the computation of the 
base. The result is that the deduc- 
tion for contributions is limited to 
15% of the ordinary net income with- 
out regard to net capital gains or 
net capital losses. 


City Retail Sales Tax 


The ostensible object of this law 
is to tax receipts from retail sales 
of tangible personal property not 
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purchased for resale. The law is 
designated as a retail sales tax, but 
you will find that it taxes you even 
if you buy it wholesale and even if 
you buy what the law has been ac- 
customed to regard as real property. 
This is done by a series of defini- 
tions. The law starts out to impose 
a tax on the “receipts from every 
sale of tangible personal property 
sold at retail”. Every word in this 
term is pregnant with meaning and 
has been defined to have a meaning 
other than that which it has in every 
other field of law. 

A retail sale is defined as “a sale 
to any person for any purpose other 
than for resale in the form of tan- 
gible personal property”. Here the 
word “retail” has been decently 
buried and is never heard of again. 

Receipts from the sales of tangible 
personal property somehow includes 
receipts from the rents of personal 
property, as the term “sale” is de- 
fined to include license to use. 

By these definitions the law has 
been broadened so as to apply to all 
purchases made by the ultimate con- 
sumer of the thing purchased. 

When the question of imposing a 
sales tax is discussed, the argument 
in favor of a tax on retail sales as 
against the tax on manufacturers’ 
sales, is that there will be no pyra- 
miding of the tax in the former case. 
Nevertheless by definitions and 
through administration, there is a 
substantial amount of pyramiding of 
the tax involved in all cases where 
a manufacturer is held to be the ulti- 
mate consumer of certain things that 
he buys, and he must pay the tax 
thereon and presumably add it on to 
the sales price, on which the retail 
sales tax is ultimately collected. 


Sales to Manufacturers: 

There is great difficulty in defining 
with any accuracy or satisfaction 
which purchases made by a manufac- 
turer are taxable to him as the ulti- 
mate consumer, and which he buys 
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for resale. The regulations are con- 
fusing. There is no consistency be- 
tween them and few of the decisions 
should be accepted without question. 

I have had no personal experience 
with this law but from discussions 
with others, and a review of the 
regulations, I do not get the idea 
that the Department is trying to 
reach a correct answer, but rather 
that it is afraid of being wrong and 
therefore leans toward imposing the 
tax in all doubtful cases, leaving it 
to the taxpayer to correct them by 
court action. This is an understand- 
able point of view, but an unfortu- 
nate one. 

An interesting series of rulings 
has to do with materials which be- 
come part of the finished product 
which is sold. The regulations ex- 
empt from tax, sales of tangible per- 
sonal property for use as a compo- 
nent part in the construction, manu- 
facture and fabrication of other per- 
sonal property. Broadly stated, the 
rule is that a manufacturer is him- 
self the ultimate consumer of those 
articles and supplies which we as 
cost accountants would include in 
overhead and general burden and 
therefore all sales to him of such 
supplies are subject to a sales tax, 
and on the other hand those mate- 
rials and supplies which enter into 
the production of the thing he sells. 
and which cost accountants include 
as part of the direct cost, are exempt 
from sales tax, as the sales tax is 
imposed on the finished product. 

The regulations give a few simple 
illustrations of transactions that are 
free from doubt. As for example, 
they state that when cloth, linings, 
buttons and thread are sold to a 
manufacturer of clothing, these are 
component parts of the clothing he 
manufactures, and are not taxable 
upon sale to the manufacturer, as 
the suit or dress is taxed when sold 
at retail. If, however, you go to 
Bermuda and buy several yards of 
doe-skin cloth and take it to a tailor 
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to make up a suit, his charge for 
the labor is not taxable but he be- 
comes the ultimate consumer of the 
buttons, lining, thread, etc. which he 
uses and he must pay the tax on the 
purchase thereof. 

So also we can easily understand 
that if an automobile manufacturer 
buys tires, bumpers or accessories— 
these become component elements of 
the thing he sells and he buys them 
for resale and is not taxed thereon. 

The regulations also state that 
paints, sold to manufacturers of fur- 
niture, becomes a component part 
of the furniture sold and therefore 
sales of paint to a furniture manu- 
facturer are not taxable. On the 
other hand, the gold filling in your 
teeth is not the component part of 
anything sold to you, so the purchase 
of gold by the dentist is taxable to 
him as the ultimate consumer. He 
merely renders a service which is 
not taxed. 

Among the “yes and no” answers 
given by the regulations is one deal- 
ing with the sale of chemicals to 
photo engravers. Just so as to cre- 
ate an arbitrary rule of thumb which 
would be administerable, the comp- 
troller ruled that 20% of the chem- 
icals sold to photo engravers con- 
stitute component parts of the en- 
eravings sold and the balance con- 
stitute materials bought by him for 
his own use. 

We come to situations that can- 
not be resolved so easily. 

In the Mendoza Fur Dyeing case 
the court held that sales of chemicals 
to a fur dyer who employs them in 
the process of dying materials owned 
by others is not for resale and is 
subject to the retail sales tax, the 
court taking the position that the 
fur dyeing company sold a service 
of dyeing and was itself the con- 
sumer of the dye. 

The ruling would probably be dif- 
ferent if dyes were bought by the 
manufacturer of the furs. It would 
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probably be held that the dyes be- 
came a component part of the fur. 
Among the purchases by manu- 
facturers which are taxed to them 
as materials consumed are the fol- 
lowing: 
Sales of materials to a barber shop. 
Designs to be impressed on cloth 
sold to manufacturers of dress 
goods — (Foremost Studio v. 
Graves, 246 A.D. 130). 
Machinery, tools and equipment. 
Coal and fuel used in production. 
The purchases by a_ chemical 
manufacturer will give rise to many 
hair splitting distinctions. When 
does a chemical bought by a manu- 
facturer become the “component 
part” of the product he sells. Ifa 
chemist uses two basic chemicals, 
and then introduces a solvent, which 
changes the two base chemicals and 
creates a different one and dissolves 
in the process, is that solvent a 
component part of the ultimate prod- 
uct manufactured for resale? I think 
it is—what the comptroller thinks is 
not known. 


Containers: 

With respect to containers there is 
a good deal of high class thinking 
to be done to decide when the con- 
tainer is consumed by the manufac- 
turer and when it is purchased for 
resale. 

All cans for canned goods, paints, 
etc., bottles, boxes—all items which 
actually accompany the product sold 
to the final buyer or ultimate con- 
sumer are not subject to tax, but 
crates, packing cases, etc, which do 
not pass to the ultimate consumer 
with the personal property contain- 
ing them are taxed to the manufac- 
turer as the ultimate consumer. From 
that simple rule you go to the many 
industrial uses of barrels, boxes, 
drums, cartons, etc. and the nearest 
rule you can follow is this: If the 
title to the container is retained by 
the seller and the container is to be 
returned to him, then the manufac- 
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turer is a consumer and required to 
pay the tax, whereas if the buyer of 
a product also pays for a container 
and keeps it, he is the buyer and the 
sales price is supposed to include 
the charge for the container. 

In the cases of American Molasses 
Co. and Sterling Bag Co., the court 
held that barrels, drums and sugar 
bags which are sold to customers 
specifically, or where the price of 
the product varies with the type of 
container, are containers which are 
sold and therefore included in the 
sales price and not taxed to the manu- 
facturer. 

In these cases, the title to the con- 
tainers passed to the purchasers in 
bulk. The containers did not always 
reach the ultimate consumer but 
were retained by the purchaser in 
bulk and usually resold as junk. 
Services: 

Receipts from services are not 
taxed. In Dun & Bradstreet v. N. 
Y., 168 Mise. 215, it was held that 
the book of credit ratings remains 
the property of Dun & Bradstreet 
and is not sold so the charge made 
by the company is made for services 
and no part of it includes the sale 
of tangible personal property. 

Fur dvers, dry cleaners, laundries, 
etc. are service industries. They 
pay the tax on materials consumed 
by them and do not tax the pur- 
chasers of their services. 

Finance, interest, or carrying 
charges, service or installation 
charges, if shown separately are not 
included in the amount of receipts 
from sale. They must be shown 
separately to reduce the tax. So 
also with delivery charges if added 
to the sales price and shown sepa- 
rately on the invoice, no tax is pay- 
able thereon. 

The tax is on the consumer. It 
does not tax the sale of service but 
only of tangible personal property 
and does not tax sale of real estate 
or improvements erected on land. 
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These considerations have led to 
what seem to be peculiar rulings 
with respect to building construction 
and repair, weaving a line danger- 
ously close to a forbidden tax. 

It is held that a general contractor 
agreeing to put up a building is not 
selling tangible personal property 
but is selling a service, and he there- 
fore is the consumer of the building 
supplies, bricks, plaster, plumbing, 
electric fixtures, etc., which he must 
use in performance of his service to 
deliver a completed building. 

Illustration: (1) A window was 
broken. I go to a glazier and say, 
“T want the window repaired’. He 
says “I will do the whole thing, 
window and all, for $10.” That is a 
contract for service and the con- 
tractor is the consumer of the glass. 

(2) I go to another glazier and he 
says, “I will sell you the glass for 
$6. and charge you $4. for installa- 
tion.” This is a dual contract, and the 
contractor should charge a sales tax 
on the $6. The owner of the build- 


ing is the consumer of that. 

(3) Another glazier says, “I will 
sell you a pane of glass for $10. and 
install it free’. That is a contract for 
the sale of goods and the services are 
simply incidental, so that the $10. is 
subject to the sales tax. 


A builder of a yacht sells the yacht, 
so any materials he buys for inclu- 
sion in the yacht are bought for re- 
sale, and he is not a consumer there- 
of, and therefore pays no tax, but he 
collects the tax from the buyer. 

The builder of a house on the other 
hand, sells what the department calls 
a service, and so is a consumer of 
materials and pays the tax thereon, 
and does not charge a sales tax to 
the buyer. 

The City in its explanation of this 
rule seems to classify the erection of 
a building by a contractor as the per- 
formance of a service. Not that it 
makes any difference upon what 
ground you are taxed, so long as the 
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tax sticks, but I think that the real 
basis for this rule, if it is valid at all, 
is to be found in the definition of a 
sale at retail, which is subject to tax- 
ation, as a sale for any purpose other 
than for resale in the form of tangible 
personal property. A builder does 
not buy materials for resale in the 
form of tangible personal property 
so the sale to him is within the defini- 
tion of a sale at retail, and therefore 
taxable. 


Sales in Interstate Commerce: 

The interstate commerce clause of 
the federal constitution used to be 
a protection against taxes imposed 
by states and cities which had the 
effect of restraining or interfering 
with interstate commerce. What 
Judge Frankfurter frankly stated 
was a reconstructed Supreme Court 
has destroyed many of our old con- 
cepts and has now permitted the 
City of New York to impose a tax 
on sales in interstate commerce 
which previously were forbidden. 

In an historic case, the Berwind- 
White Coal Co. case, the Supreme 
Court held that the New York City 
sales tax could be imposed upon 
sales of coal from a mine in Penn- 
sylvania to a dock in Jersey City 
and delivered thence by barge to 
New York City. This notwithstand- 
ing that the enabling act itself stated 
that the tax would not apply to any 
transaction originating and/or con- 
summated outside of the territorial 
limits of the City. In this case the 
vendor maintained an office in New 
York City. 

The sales contracts were entered 
into in New York and called for de- 
livery in New York City. The court 
held that the tax was on the pur- 
chaser and was sustained because 
it did not involve any discrimination 
against interstate commerce. Since 
then, and on authority of this de- 
cision of the Supreme Court, the 
Appellate Division held that the re- 
tail sales tax is applicable where the 
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order was taken by a salesman oper- 
ating from the New York office of 
the vendor but sent to the out ot 
state office for acceptance and ship- 
ment was made f.o.b. out of the 
state. Here the transaction was 
completely consummated out of the 
state, from the acceptance of the 
order to the delivery of the mer- 
chandise. 

The City sales tax was upheld as 
being laid on the sale or purchase of 
goods upon the arrival at their des- 
tination at the end of an interstate 
journey. 

The Berwind-White Coal Mining 
case must now be accepted as au- 
thority for the proposition that non- 
discriminatory taxation of the in- 
strumentalities of interstate com- 
merce is not prohibited by the con- 
stitution. 

This changed point of view on the 
nature of the restraint on interstate 
commerce imposed by local laws may 
lead to new concepts of a state’s 
power to tax and none of it bodes 
any good for the taxpayer. 

The Berwind-White case 
these situations: 

Order received here and accepted 


covers 


here. 
Order received here and forwarded 
to the home office for acceptance 


and shipped from without the 
State direct to the customer. 

The only question open after the 
Berwind-White case is this: If the 
vendor does not maintain a place 
of business in New York and the 
order is sent from a New York cus- 
tomer to the home office, can the 
City compel the vendor to collect 
the tax. If the answer is, No, then 
the use tax applies. 

The corporation counsel has ruled 
since the Berwind-White decision 
that shipment of merchandise by 
out-of-state merchants to foreign 
buyers for export, the title passing 
in New York City, is not by reason 
of that fact subject to the New York 
sales tax. 
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Trade-Ins 


Trade-ins do not constitute part 
of the gross receipts from sales and 
are not taxed to the buyer. The 
rule is different with respect to the 
use tax. A concern without an of- 
fice in the city cannot collect the 
sales tax. It is therefore possible 
for its customers to be subject to 
the use tax, which may be higher 
than the sales tax when a trade-in 
is involved. 

Forexample: Ifa resident of New 
York buys an automobile for $1500., 
and receives a $500. allowance on 
the old car turned in, he is subject 
to a sales tax of $20. on $1000. How- 
ever, if in order to avoid the sales 
tax he buys the car out of the City 
he will be subject to a use tax of 
2% on the total cost of the car, or 


$30. 


Reorganizations: 

The regulations state that if a re- 
organization has the effect of a sale 
or exchange of tangible personal 
property, the receipts in the form of 
cash, securities or other property are 
taxable to the extent that they are 
for goods acquired for consumption 
and not for resale. This regulation 
should not be accepted without ques- 
tion. 

It would be a fair regulation if the 
vendor were entitled to a refund of 
the tax paid on the acquisition of 
property for consumption, and which 
it now sells subject to the tax. If 
this credit or refund were allowed, 
the two would offset each other and 
there would be no additional tax due. 

There is a regulation which states 
that where property is purchased for 
consumption and is later resold, the 
vendor may within one year of the 
date of payment take as a credit 
against the tax to be paid. the amount 
which he paid. It is doubtful 
whether this regulation will apply 
in the case of a reorganization, but 
if it does not, the regulation just 
referred to is inequitable, as it had 
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the effect of piling one tax on an- 
other, where the law intends there 
should be but a single tax. 


Application for Refund: 

The law provides for refund only 
for taxes paid under protest in writ- 
ing, stating grounds of protest and 
if application for refund is made 
within the year of the payment of 
the tax. 

The vendor may make a claim for 
refund only if he has paid the tax, 
and not collected it from the pur- 
chaser, or having collected it has re- 
funded it. The purchaser can apply 
for a refund if he has paid it. The 
purchaser can take the credit against 
his own tax if he is subject to any. 


Preparation of Returns: 

The City Sales Tax Bureau is an 
overworked organization and selects 
for field audits those returns which 
are incomplete or indicate probable 
inaccuracy. You can avoid a field 
audit if all the schedules on the in- 
side of the form are sufficiently com- 
pleted and filled in, and deductions 
are pro-rated quarterly so as to give 
evidence of consistent treatment of 
all items and probably accuracy. In 
the audit of retail sales tax returns 
the auditors do not usually examine 
the entire period, but make test 
audits. The period selected for an 
audit may not be indicative of the 
treatment throughout the year, and 
if you prepare a protest carefully 
you can generally disprove the ac- 
curacy of tests which were in fact 
made over a period that is not com- 
parable with the results for the en- 
tire year. 


Statute of Limitations: 

The State enabling act provides 
for a limit of three years from the 
date of filing a return for making 
assessments. The regulations are 
silent on the provision contained in 
the State law to the effect that taxes 
imposed under local laws, and en- 
acted prior to July 1, 1938, must be 
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assessed before July 1, 1941. As the 
City has audited and examined only 
a very small percentage of the re- 
turns filed under laws enacted prior 
to July 1, 1938 the statute will pre- 
vent additional assessments after 
July 1, 1941. Taxpayers will then 
be free from trouble on all returns 
filed under the old laws. 


Collection of Tax from Purchaser: 
The city sometimes sends bills to 
purchasers who are not charged for 
the tax, even though the vendor paid 
the tax, where the invoice does not 
reflect the tax as a separate item. It 
is true that on presenting evidence 
that the tax was paid the assessment 
will be cancelled, but this is a nuis- 
ance to customers which can be 
avoided if the vendor would always 
show the tax as a separate item on 


the bill. 


Compensating Use Tax 

The practical effect of the deci- 
sion in the Berwind-White Coal case 
has been reduced greatly by the en- 
actment of the use tax by the city. 
Residents of the city and those do- 
ing business therein sought to es- 
cape the sales tax by making pur- 
chases out of the city and even out 
of the state. There was a personal 
property tax on merchandise bought 
outside of the city, but that applied 
to a limited amount of items, and 
has not been reenacted. The city 
instead, following the example of 
other states, imposed a tax on the 
use of property bought outside of 
the city and used within the city. 
The tax does not apply to property 
bought in a sale which was subject 
to the tax, but it does catch all prop- 
erty bought without the payment of 
the sales tax, so that there is no 
escape from one tax or the other 
and residents of the city and con- 
cerns doing business therein can 
gain no advantage by making pur- 
chases outside the city. This was 
probably the goal aimed at. 
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Everything which would be taxed 
under the retail sales tax is covered 
by the law. If a purchase would be 
*xempt from the sales tax, it is ex- 
empt from the use tax. Generally 
speaking (and I really know of no 
exception) unless a sale would be 
taxed under the retail sales tax, pur- 
chase outside the City is not subject 
to the use tax. The definitions of 
terms are identical under both laws. 

Vendors maintaining a place of 
business in the City must collect 
the use tax or the retail sales tax— 
it does not matter which. Vendors 
out of the City may upon applica- 
tion to the comptroller be authorized 
to collect a use tax at the time of 
making the sale. 

The use tax is better from the 
City’s viewpoint than the old per- 
sonal property tax. It is not really 
necessary but was passed between 
the dates of the decision of the 
National Cash Register case and the 
Berwind-White case when the City’s 
right to tax sales in interstate com- 
merce was in doubt. 

If a chain store buys merchandise 
shipped to it in New York but de- 
livered by it to stores without the 
State, is this a taxable use? This 
transaction is taxable by law, but 
by regulation will be exempt. 

Compensating use tax does not 
apply to non-residents. 

Gifts are not subject to the com- 
pensating use tax. 


Gross Receipts Tax 

This is a tax on every business 
whose gross receipts are in excess of 
$10,000. It is stated to be a privilege 
tax, imposed for the privilege of 
carrying on for gain any trade, busi- 
ness or profession within the City 
of New York. 

The tax is at 1/10th of 1% of 
gross receipts from any trade, busi- 
ness or profession, or 1/5% of the 
gross income from a financial busi- 
ness, except banks or trust compan- 
ies. This means that the tax is at 
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the rate of $1,000. per million dol- 
lars of gross receipts of business or 
$2,000. per million dollars of the 
gross income of a financial business. 


The tax on trades, business, pro- 
fessions, etc. is on the gross receipts, 
whereas on financial business the 
tax is on gross income, which is de- 
fined to mean all receipts less the 
cost of the property sold, and less 
receipts in repayment of loans. In 
neither case do receipts include re- 
ceipts from the sale of real estate 
or from lands. 

A financial business has been de- 
fined by the comptroller to include 
stockbrokers, investment trusts, 
holding companies and commodity 
brokers and commission merchants 
where the spread does not exceed 
3%. \ 

The tax is a privilege tax for the 
privilege of carrying on or exercis- 
ing for gain within the City of New 
York any trade, business, profes- 
sion or vocation. The law has not 
been judicially passed on although 
similar laws in other states have 
been approved. We have in this 
State the situation where a corpo- 
ration pays a tax to the state for the 
franchise to do business as a corpo- 
ration and must nevertheless pay 
another tax to the City for the fran- 
chise of doing business within the 
City. With the trend of decisions 
being what it is, it would not sur- 
prise me to see this sustained, but 
on the other hand it would not sur- 
prise me to find it upset. 


Sales in Interstate Commerce: 

The only interesting problem that 
arises under this law is the extent 
to which receipts from interstate 
sales or foreign commerce can be 
reached. 

The local law implies that receipts 
which cannot be taxed constitution- 
ally are not subject to taxation— 
which is pretty decent of the com- 
mon council. 
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The comptroller is given power 
by the local law to adopt a method 
of allocation for receipts which can- 
not be taxed in the entirety by rea- 
son of the Constitution of the United 
States. Several methods are sug- 
gested, but he is given power to 
adopt any method of allocation cal- 
culated to effect a fair and proper 
allocation, to the end that only that 
part of the receipt which is properly 
attributable to the doing of business 
in the City shall be taxed. 

The comptroller has _ prescribed 
several allocation formulas. The 
principal one is as follows: 

Three factors are adopted— 

(1) a percentage of the value of real 
and tangible personal property 
within the City to the total with- 
in the United States (averaged 
at the beginning and end of the 
year). 

(2) wages and salaries—percentage 
paid in New York to total in the 
United States. 

(3) receipts factor—a peculiar one 
which I will describe presently. 





The three percentages are divided 
by three, and the average percentage 
is thus obtained. If the average ex- 
ceeds 6674% it is reduced to 6674%. 
If the average is less than 334%% it 
is increased to 334%, in other words 
a ceiling of 6624 and a floor of 33%. 

You apply this percentage to re- 
ceipts trom interstate commerce, seg- 
regated to the New York place of 
business and therefore subject to 
allocation, and put that percentage 
of such receipts in the tax compu- 
tation. 

The receipts factor however in- 
volves a very queer computation 
and I’m sure you will not understand 
what I say, I only hope you will be- 
lieve me. For the computation of 
the receipts factor only, you go 
through the following wierd process: 
You ascertain what relationship the 
wholly taxable receipts, plus % of 
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the allocable receipts on the one 
hand bear to the wholly taxable re- 
ceipts and all the allocable receipts 
on the other hand, and this gives 
you the percentage of the receipts 
factor—which is one of three just 
mentioned. 

The draftsman of the regulations 
must have been intrigued with the 
number 3—he uses it so many times 
without rhyme or reason. 

To illustrate: If receipts wholly 
taxable are $20,000. and the receipts 
from interstate commerce originat- 
ing out of a New York place of busi- 
ness (the allocable receipts) are 
$180,000. you have total receipts of 
$200,000. and all we are trying to 
do is to ascertain how much of the 
$180,000. is allocable to New York 
City. The fraction will be 

20 plus (% of 180) that is 80 or 
20 plus 180, that is 200, 
producing a receipts factor of 40%. 

This is added to the other two 
factors, divided by 3, adjusted as 
indicated, and the result is the per- 
centage of the interstate sales al- 
located to New York. 

The strange thing is that the more 
local sales the business has, the 
higher becomes the percentage of 
interstate sales allocated to New 
York City. 

The corporation counsel has an- 
nounced that the formula for allo- 
cating receipts from interstate com- 
merce is being contested by the 
Olive Coat Co. and is on appeal to 
the Court of Appeals. This case 
was dismissed on jurisdictional 
grounds. Must start over again. 

There is an alternative formula 
fon New York City manufacturers 
selling products in interstate com- 
merce, which a manufacturer may 
use at his option. This formula as- 
sumes that the receipts from the 
sales in interstate commerce are 50% 
of the cost of manufacturing the 
goods, and also that the cost of 
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manufacture cannot exceed 66°4% 
or be less than 3344% of the sales 
amounts. 

For example: If the sales in inter- 
state commerce are $300,000. and the 
cost of manufacturing is actually 
$240,000., as this is 80% of the sale 
the percentage is reduced to 6644% 
of sales or $200,000. 50% of this 
sum or $100,000. is deemed “receipts 
from sales in interstate commerce”, 
which is all of the $300,000. received 
from the sales in interstate com- 
merce that are subject to tax. 

In addition to these two formulas, 
regulations contain methods of allo- 
cating receipts from service organi- 
zations, bus and trucking companies, 
receipts from professional services, 
such as lawyers, accountants and 
engineers, and finally provide for 
alternative methods which may be 
adopted on the initiative of the comp- 
troller or on application of the tax- 
payer to arrive at any other method 
which would be more equitable for 
the taxpayer involved. 

These formulas certainly do not 
make sense. They give the appear- 
ance of having been contrived to be 
so liberal that no one will contest 
them. 

Prior to 1939 receipts from inter- 
state commerce were not taxed at 
all. The Supreme Court in Adams 
Manufacturing Co. held that the 
Indiana gross receipts tax was void 
for the reason that the tax included 
in its base without apportionment, 
receipts from interstate commerce. 
Some dicta in this opinion, and in 
the opinion of the Berwind-White 
case, indicated that the court would 
sustain a tax if receipts from inter- 
state commerce were apportioned in 
some fashion. This has never been 
definitely passed on and probably ac- 
counts for the liberality of the regu- 
lations. 

Pending the decision, however, the 
tax must be paid under written pro- 
test and in any event all the schedules 
must be filed in order to allow for 
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the proper application of the alloca- 
tion formula. 


Sales in Foreign Commerce: 

Receipts from foreign commerce 
are not taxed. They must however 
be included in the return and taken 
as an allowable deduction. Foreign 
commerce includes exports and im- 
ports to or from a foreign country, 
and the immunity from tax extends 
only to receipts from sales of im- 
ports only, by the importer in the 
original unbroken package or con- 
tainer in which they were imported. 
The exemption does not apply to the 
sale of imports of liquor, whether or 
not in the original package,—under 
a questionable ruling which is being 
reviewed by the comptroller. 

Sales of goods exported to a for- 
eign country are also sales of foreign 
commerce and similarly free from 
tax. 

These regulations do not give as 
broad a meaning to foreign com- 
merce as have the decisions of the 
courts including the Supreme Court. 

The general rule is that imports 
must be co-mingled with the com- 
mon goods of the country before 
they may be taxed. The character 
of goods as articles of interstate com- 
merce is not lost even by processing, 
let alone by the mere breaking of 
original containers. 

In the Gulf Oil Co. case, affirmed 
by the U. S. Supreme Court, it was 
held that crude oil imported from 
abroad and placed in bonded ware- 
houses in New York City, where it 


is processed and sold to ships en- 
gaged in foreign commerce never 
loses its character as imports, al- 
though refined in this city. The sale 
of such oil to ships for use in foreign 
commerce was held not to be subject 
to the City sales tax. It is not 
deemed necessary for imported goods 
to remain in original containers to 
retain their character as articles of 
foreign commerce. 

So it may be that the comptroller’s 
position that only sales by an im- 
porter of imports in original con- 
tainers are exempt, may not stand 
up under attack. 


Mergers, Etc. 

In the case of a merger or a con- 
solidation, or acquisition of a busi- 
ness of another, which was subject 
to the gross receipts tax, the acquir- 
ing corporation or other purchaser 
shall include as his receipts for gross 
income the receipts of the acquired 
concern. 


Interest and Dividend Receipts: 

There is an open question as to the 
taxability of interest and dividends 
under the decision of the Circuit 
Court of Appeals on July 20, 1940 in 
Wood Preserving Co. v. Treasurer 
of Indiana. This case held that in- 
terest and dividends are taxable only 
on an allocated basis where a con- 
cern does interstate business. 

New York City, however, taxes 
such receipts in full if the company 
is doing business at all in New York. 
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Comparison of Federal and New York State 
Income Tax Requirements 


By NIcHoLas SALVATORE, C.P.A. 


COMPARISON of the more important federal and New York State 

income tax requirements for individuals, estates and trusts was presented 
in the January, 1940 issue of THe New York CERTIFIED PuBLIC ACCOUNTANT. 
During the past year many important changes in substance and in interpre- 
tation affecting such taxpayers were made by the Revenue Act of 1940, 
the New York State Legislature and by decisions of the United States 
Supreme Court. These changes are so significant that it was felt desirable 
to prepare this new article to facilitate the preparation of federal and New 
York State income tax returns of individuals, estates and trusts for the 
calendar year 1940 and fiscal years ending in 1941 by setting forth the 
more important differences and similarities between the federal and New 
York State income tax laws. 


INDIVIDUALS 
Subject Federal New York State 

Who must Single or married persons not liv- Single or married persons not liv- 
file returns ing with husband or wife whose ing with husband or wife whose 
gross income is $800.00 or over. net income is $1,000.00 or over 
or whose gross income is $5,000.00 
or over. Net capital gains must 
be added to net income in deter- 

mining the liability for filing. 
Married couple living together dur- Married couple living together dur- 
ing the taxable year whose aggre- ing the taxable year whose aggre- 
gate gross income is $2,000.00 or gate net income is $2,500.00 or 
over. over or whose aggregate gross 
income is $5,000.00 or over. Net 
capital gains must be added to 
net income in determining the lia- 

bility for filing. 

Gross income Gross income includes, in general, Gross income includes, in general, 
compensation for personal and compensation for personal and 
professional services, business in- professional services, business in- 
come, profits from sales of and come, interest, rent, dividends, 
dealings in property, interest, and gains, profits and income de- 
rent, dividends, and gains, profits, rived from any source whatever 
and income derived from any other than capital gains which 
source whatever, unless exempt are taxed separately and at special 
from tax by law. rates. 

Taxability of All salaries taxable including those All salaries taxable including those 

salaries of state and federal employees. of federal and state employees, 
Pension awarded by one to whom except employees of foreign gov- 
no services have been rendered is ernments, and under certain con- 
not taxable to recipient. ditions pensions paid to officers 
and employees of the U. S., the 
state and its subdivisions and 
agencies. 
Dividends Domestic and foreign dividends sub- Fully taxable. 


ject to normal tax and surtax; 
domestic dividends paid out of 
earnings accumulated prior to 
March 1, 1913 not taxable. 
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acquired 
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Federal 


True stock dividends not taxable, 
stock dividends of different classes 
or those that change proportion- 
ate interests are taxable. 


Excluded from gross income and 
basis of stock adjusted. 


No distribution can be made from 
such reserve until all earnings 
or profits of the corporation ac- 
cumulated after February 28, 1913 
have been first distributed. Re- 
serve determined by reference to 
basic value of property at March 
1 191s. 


Exempts interest on all state and 
municipal bonds, partial exemp- 
tion on federal obligations. In- 
terest on obligations of Home 
Owners’ Loan Corporation sub- 
ject to surtax only. All other 
interest taxable. 


Dealers in personal property on the 
instalment plan may report as 
income therefrom in any taxable 
year that portion of the gross 
profit realized on such sales mea- 
sured by the amount of the in- 
stalment payments actually re- 
ceived on such sales in that year. 
In the case of a casual sale or 
casual disposition of personal 
property for a price exceeding 
$1,000.00 or of a sale of real prop- 
erty where the initial payments 
do not exceed 30% of the sales 
price, the income may be returned 
on the instalment basis. 


Transactions between members of 
family, partners, controlled cor- 
porations, grantors and beneficia- 
ries not allowed. 


No deductible loss. 


Worthless corporate securities 
treated as capital losses. 


Losses on the sale of personal resi- 
dence or other property acquired 
for personal use, not deductible. 


New York State 


Not taxable. 


Same as federal. 


No distribution deemed to have 
been made from such a reserve 
except to the extent that the 
amount paid exceeds the surplus 
and undivided profits of the cor- 
poration. Reserve determined by 
reference to basic value of prop- 
erty at January 1, 1919. 


Exempts interest on all federal ob- 
ligations, all New York State and 
local bonds, and on bonds of sav- 
ings and loan banks of New York 
and of limited dividend housing 
companies, organized pursuant to 
the State Housing Law, also 
bonds issued by Home Owners’ 
Loan Corporation; taxes interest 
received on obligations of other 
states and political subdivisions 
thereof. All other interest tax- 
able. 


Same as federal. 


Bona fide losses allowed. 


Capital loss may be claimed. 


Same as federal. 


Losses on the sale of personal resi- 
dence or other property acquired 
for personal use, deductible as a 
capital loss. 
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Subject 


Basis for 
determining 
gain or 
loss on 
sale of 
property 
acquired by 
purchase 


Basis for 
determining 
gain or 
loss on 
sale of 
property 
acquired by 
gift 


Basis for 
determining 
gain or 
loss on 
sale of 
property 
acquired by 
bequest, 
devise or 
inheritance 


Basis for 
determining 
gain or 
loss on 
exchanges 


Capital 
net gaims 
and losses 
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Federal 


Cost, except where acquired prior 
to March 1, 1913, in which case 
basis is cost or March 1, 1913 
value, whichever is higher, for 
computing gain; for computing 
loss, the basis is cost. No gain 
or loss recognized if proceeds are 
between cost and March 1, 1913 
value. 


If acquired after December 31, 1920, 
basis same as donor’s, to deter- 
mine gain; to determine loss use 
fair market value at time of gift, 
if lower than donor’s basis. No 
gain or loss if proceeds are be- 
tween donor’s basis and value at 
time of gift. 


If acquired before 1921, basis is 
fair market value when acquired. 


Basis is value at date of death. 


Same as in gain or loss on sales 
provided property received has a 
“fair market value”. No gain or 
loss arises on (a) exchanges of 
property in kind held for invest- 
ment (excepting securities) or 
for use in trade or business, (b) 
exchange of common stock for 
common stock or preferred stock 
for preferred stock in the same 
corporation, or (c) exchanges in 
connection with certain reorgani- 
zations. 


Long-term capital gains or losses 
recognized to extent of 6624% 
on assets held 18 to 24 months 
and 50% on assets held over 24 
months. Alternative methods for 
taxing provided; for net gains 
taxpayer uses method yielding 
lesser tax and for net losses, 
method yielding greater tax. 


Gains or losses on assets held less 
than 18 months known as “short- 
term capital gains or losses”; 
100% of net gain taken into ac- 
count in computing net income. 
Short-term net loss not deduct- 
ible from ordinary income but 
may be carried forward (in 
amount not exceeding net income 


New York State 


Cost, except where acquired prior 
to January 1, 1919, in which case 
basis is cost or January 1, 1919 
value, whichever is higher for 
determining gain and whichever 
is lower for determining loss. No 
gain or loss recognized if pro- 
ceeds are between cost and Janu- 
ary 1, 1919 value. 


If acquired after December 31, 
1927, basis determined same as 
federal. 


If acquired before 1928, basis is fair 
market value when acquired. 


Basis same as federal. 


Same as federal. Non-taxable ex- 
change becomes a taxable one if 
property is sold within six months 
of transfer, under certain con- 
ditions. 


Capital gains and losses are all of 
one class, the net capital gains 
being taxed at one-half the regu- 
lar rates. Excess capital net 
losses cannot be used to reduce 
other income and no carryover to 
future years is provided. Emer- 
gency tax does not apply. 


Excess of personal exemption and 
credit for dependents over ordi- 
nary net income may be applied 
against net capital gains. 
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Federal 


of year in which incurred), and 
applied against short-term net 
gains in succeeding year. 


Gain or loss on disposition of de- 
preciable assets used in trade or 
business treated as ordinary in- 
come or deduction. 


The items which are deductible 
from gross income include in 
general, interest, taxes, losses not 
compensated for by insurance or 
otherwise if incurred in the tax- 
payer’s trade or business or in- 
curred in any transaction entered 
into for profit or arising from 
fire, storms, etc. or other casu- 
alty, or theft, bad debts, depre- 
ciation, contributions, depletion, 
payments by an employer to a 
pension trust and all the ordi- 
nary and necessary business ex- 
penses paid or incurred during 
the taxable year in carrying on 
any trade or business, including 
a reasonable allowance for sala- 
ries or other compensation for 
personal services actually ren- 
dered. 


Contributions are deductible only 
if made to organizations within 
U. S. or its possessions. 


Deductible if made to federal, state 
or political subdivisions, for ex- 
clusively public purposes. 


Deductible if made to certain U. S. 
educational, charitable, scientific 
and general welfare corporations, 
irrespective of residence of donor 
(no substantial part of activities 
should influence legislation). 


Amited to 15% of the net income, 
per tax return, before deducting 
contributions. 


Where the alternative method of 
computing the capital gain tax 
applies the 15% limitation is 
based on the net income includ- 
ing the net long-term capital 
gain but excluding the net long- 
term capital loss. 


All interest deductible, except in- 
terest paid to purchase or carry 
tax-exempt securities. 


New York State 


Same as federal. 


Generally, same as for federal ex- 
cept capital losses and capital de- 
ductions which are offset against 
capital gain. 


Contributions made by a resident 
deductible even if made to an or- 
ganization in a foreign country, 
but organization must be of na- 
ture which would be recognized 
if situated within this country. 


Same as federal. 


Same as federal for a resident. In 
case of a non-resident deduc- 
tions are restricted to domestic 
(New York State) organiza- 
tions. 


Limited to 15% of the net income 
before deducting contributions. 
No part of capital gains or 
losses considered in determining 
the 15% contribution limitation. 


All interest deductible, except when 
paid on property, income of which 
is not taxable. 


February 











Comparison of Federal and New York State Income Tax Requirements 


Subject 

Expenses of 
co-operative 

apartment 


Taxes paid 


Bad debts 


Depreciation, 
depletion 
and ebsoles- 


cence 
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Federal 


No deduction by stockholders for 
carrying charges of corporation. 


Federal income taxes not deductible. 
State income taxes deductible. 


Taxes (assessments) on local bene- 
fits not deductible. 


Real estate taxes deductible. 


Estate, inheritance and gift taxes 
not deductible. 


Deductions allowed for income and 
profits taxes paid to foreign coun- 
tries, unless claimed as credit 
against tax payable. 


Stock transfer taxes deducted sepa- 
rately as a tax. 


Bad debts or additions to reserve 
deductible. 


A reasonable allowance for depre- 
ciation, depletion and _ obsoles- 
cence on property used in trade 
or business may be deducted from 
gross income. 


Ii property was acquired subse- 
quent to March 1, 1913, the basis 
for computing the deduction is 
cost. 


If the property was acquired prior 
to March 1, 1913, the deduction 
is computed on the cost or mar- 
ket value at March 1, 1913, which- 
ever is higher. 


Discovery value in case of mines— 
in the case of mines (other than 
metal, coal, or sulphur mines) 
discovered by the taxpayer after 
February 28, 1913, the basis for 
depletion shall be the fair mar- 
ket value of the property at the 
date of discovery or within thirty 
days thereafter, if such mines 
were not acquired as the result 


New York State 


Interest and taxes paid by corpo- 
ration deductible by stockholders. 


Same as federal. 
State income taxes not deductible. 


Similar to federal. 


Deductible unless paid on property, 
income ot which is not subject 
to tax. 


Same as federal. 


Not deductible. (Dividends and/or 
interest are required to be re- 
ported gross. ) 


Stock transfer taxes on sales or 
exchanges of “capital assets” de- 
ductible only in computing capi- 
tal gains or losses. 

Transfer taxes on following kinds 
of transfers deductible from gross 
income. On transfer from: 

1. Dealer in 
tomer. 


securities to cus- 


Executor to residuary legatee. 
Settlor of trust to trustee. 
4. Donor of gift to recipient. 


2 
2 
Jd 
Same as federal. 


Same as federal. 


If property was acquired subse- 
quent to January 1, 1919, the 
basis for computing the deduc- 
tion is cost. 


If the property was acquired prior 
to January 1, 1919, the deduction 
is computed on the basis of fair 
market value on January 1, 1919. 


In the case of mines discovered by 
the taxpayer on or after January 
1, 1919, and not acquired as the 
result of a purchase of a proven 
tract or lease, where the fair mar- 
ket value of the property is mate- 
rially disproportionate to the cost. 
the depletion allowance is based 
on the fair market value of the 
property at the date of the dis- 
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Federal 


of purchase of a proven tract or 
lease, and if the fair market value 
of the property is materially dis- 
proportionate to the cost. De- 
pletion allowance based on dis- 
covery value limited to 50% of 
net income (computed without 
allowance for depletion). 


Special formulae used in computing 
depletion deductions in case of 
oil and gas wells, coal, metal 
and sulphur mines. 


3usiness expenses deductible from 

gross income include the ordinary 
and necessary expenditures di- 
rectly connected with or pertain- 
ing to the taxpayer’s trade or 
business. 


Net operating loss for years com- 
mencing on and after January 1, 
1939 may be carried forward for 
two years. 


$800.00 for a single person or a 
married person not living with 
husband or wife. 


2,000.00 for a husband and wife 
living together. Exemption may 
be divided where separate returns 
filed. 


$2,000.00 for a head of a family. 
Credit only allowed where the 
individual actually supports and 
maintains in one household one or 
more individuals related to him by 
blood, marriage or adoption over 
whom taxpayer has some moral 
or legal obligation to exercise 
family control. Actual support 
means more than one-half the 
support. Close relationship by 
blood applies to the taxpayer’s 
progenitors and lineal descend- 
ants. It also applies to his 
brothers and sisters as well as to 
uncles, nephews, aunts, and nieces 
whether related in whole or half 
blood. Relationship by marriage 
includes in-laws as well as step- 
brothers and sisters. 


Where status changes during the 
year credit must be pro-rated ac- 
cording to number of months in 
each classification. 


$400.00 for each dependent other 
than husband or wife, under 18 
years of age or incapable of self- 
support because defective. 


New York State 
covery or within thirty days 
thereafter. Limitation on deple- 
tion allowance is the same as 
federal. 


Generally, the same as federal. 


Business expenses as well as all the 
ordinary and necessary expenses 
connected with the production of 
income required to be included in 
gross income are deductible. 


No similar provisions. 


$1,000.00 for a single person, or a 
married person not living with 
husband or wife. 


$2,500.00 for a husband and wife 
living together. Exemption may 
be divided where separate returns 
filed. 


$2,500.00 for a head of a family 
otherwise the same as federal. 


Same as federal. 


Same as federal. 
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Comparison of Federal and New York State Income Tax Requirements 


Subject 


Earned 
income 
credit 


Rates of 
tax 


1941 


Federal 


Taxpayer in order to claim the 
credit must furnish the chief sup- 
port (more than one-half). 


+ 


“he dependent need not (1) be re- 
lated to the taxpayer, or (2) live 
with the taxpayer. The taxpayer 
need not be under any legal or 
moral obligation to furnish the 
support. 


Where status changes during the 
year credit must be prorated ac- 
cording to number of months in 
each classification. 


If net income is $3,000.00 or less, 
then 10% of net income; if net in- 
come is more than $3,000.00 then 
10% of net income or earned net 
income whichever is lower but not 
less than $300.00 or more than 
$1,400.00. 


Earned income from profession— 
entire amount received as profes- 
sional fees may be treated as 
earned income. 


Individual proprietor or partner— 
where both personal services and 
capital are material income pro- 
ducing factors, a reasonable al- 
lowance as compensation for per- 
sonal service actually rendered 
by the taxpayer, considered as 
earned income, but the earned in- 
come is limited to 20% of the net 
profits of the trade or business. 


Normal tax 4% of net income after 
deducting personal exemption, 
credit for dependents, interest on 
obligations of the U. S. and its 
instrumentalities and earned in- 
come credit. 


Surtax—graduated from 4% to 75% 
on net income after deducting per- 
sonal exemption and credit for 
dependents. 


(Rates under the Revenue Act of 
1940 have been increased over 
those in prior years for surtax 
net incomes between $6,000 and 
$100,000. ) 


Recognized net long-term gains in- 
cluded in net income and tax 
computed at ordinary normal and 
surtax rates or at a flat rate of 
30% if this produces a lower tax. 


New York State 


Same as federal. 


Same as federal. 


Same as federal. 


No similar provision. 


No similar provision. 


No similar provision. 


Normal tax: 

2% on first $1,000 in excess of 
personal exemption and credit 
for dependents. 

3% on next $2,000. 

4% on next $2,000. 

5% on next $2,000. 

6% on next $2,000. 

7% on excess over $9,000 ex- 
clusive of capital gains and 
losses. 


= 


Net capital gains, after deducting 
any unused exemption taxable at 
one-half of the foregoing rates. 
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Federal 


Recognized net long-term losses in- 
cluded in net income and tax 
computed at ordinary normal and 
surtax rates or at a flat rate of 
30% if this method produces a 
higher tax. 


For any income taxable year be- 
ginning after December 31, 1939, 
and before January 1, 1945 a de- 
fense tax of 10% is to be applied 
to the previously computed nor- 
mal and surtax before deducting 
credit for foreign taxes and/or 
taxes withheld at the source. 


Defense tax may not exceed 10% 
of amount by which net income 
exceeds tax computed without re- 
gard to defense tax. 


Tax paid by debtor corporations 
on tax-free covenant bonds al- 
lowed as a credit against the in- 
come tax to bondholders to the 
extent of 2% of the interest. 


Income taxes paid to foreign coun- 
tries and to U. S. possessions al- 
lowed as credits against income 
taxes due U. S. unless taken as a 
deduction from gross income. 


Due 15th day of third month fol- 
lowing close of fiscal or calendar 
year. 


File tax returns with collector of 
district of legal residence or 
principal place of business; if 
none in U. S. with Collector at 
Baltimore, Maryland. 


File information returns for sal- 
aries, interest, etc., on or before 
February 15th following calendar 
year with Commissioner of Inter- 
nal Revenue, Returns Distribu- 
tion Section, Washington, D. C. 


Required. 


Payable in four quarterly instal- 
ments beginning at the time the 
return is filed. 


Same tax rates as residents, if en- 
gaged in business or having office 
in U. S., otherwise special taxes. 


New York State 


Emergency tax—1% on net income 
after deducting personal exemp- 
tion and credit for dependents 
and excluding capital gains and 
losses. 

Unincorporated business tax—4% 
of net income from business after 
deducting exemption. 


No similar provision. 


No similar provision. 


No credit allowed. 


Income taxes paid by non-resident 
to state or country of residence al- 
lowed as credit when law of juris- 
diction grants reciprocal credit. 


Due 15th day of fourth month fol- 
lowing close of fiscal or calendar 
year. 


File at office of New York State 
Income Tax Bureau, State Office 
Building, Albany, N. Y. or at any 
district office of Income Tax 
Bureau. 


File information returns for sala- 
ries, interest, etc., on or before 
February 15th following calendar 
year with State Tax Commission, 
Income Tax Bureau, Albany, 
N. Y. 


Not required. 


Normal and net capital gains taxes 
payable in three instalments, one- 
half on filing return, one-quarter 
two months later and one-quarter 
six months after filing. 

Emergency tax payable one-half at 
time of filing return and one-half 
within two months thereafter. 


Same tax rates as for resident. 
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Comparison of Federal and New York State Income Tax Requirements 


Subject 


Change in 
residence 


Change in 
accounting 


period 


Decedents 


1941 


Federal 


Exemptions and deductions allowed 
if proper return filed. 


Non-resident aliens having no office 
or place of business in the U. S. 
are taxed on income from U. S. 
sources derived from _ interest, 
dividends, rents, salaries, wages, 
premiums, annuities and compen- 
sation, etc. Those whose gross 
income from U. S. sources is 
$24,000.00 or less have 1614%4% 
withheld by person making the 
payment (residents of Canada 

5% ) and no personal exemptions 

or credits for dependents may be 

deducted. 


Pe 


Those whose gross income from 
1. S. sources is more than 
$24,000.00 are taxed at the same 
rate as residents (161%4% with- 
held at source and deducted from 
normal and surtax—Canada 5%). 
Personal exemption $800.00. The 
$400.00 credit for dependents al- 
lowed to residents of Canada and 
Mexico only. 


Non-resident aliens having an office 
in the U. S. are taxed at the same 
rate as residents except that only 
$800.00 personal exemption al- 
lowed whether married or single 
and $400.00 credit for dependents 
allowed only to residents of 
Canada and Mexico. 


Exemptions and deductions allowed 
if proper return filed. 


No provision similar to State. 


No similar provision. 


Where return filed for part of year, 
owing to change in accounting 
period, income placed on annual 
basis but personal exemptions al- 
lowed for the full year. Tax re- 
duced to proportion that number 
of months included in return bears 
to twelve months. 


Accrued income and deductions to 
be reported for decedent, even’ if 
on a cash basis. 


New York State 


Same exemptions as for resident. 


Same tax rates as for resident, but 
taxed only on income from New 
York State sources. 

Income from sources within New 
York State consists of the tax- 
payer’s entire net income and net 
capital gain from sources within 
the State; that is, (a) from all 
property owned and (b) from 
every business, trade, profession 
or occupation carried on within 
the State of New York. 


Income does not include annuities, 
interest on bank deposits, interest 
on bonds, notes or other interest- 
bearing obligations or dividends 
from corporations, except to the 
extent to which the same shall be 
a part of the taxable income from 
any business, trade, profession or 
occupation carried on in this state 
by the non-resident taxpayer. 


Same exemptions as for resident. 


Provision for two returns where 
residence changes during taxable 
vear. 


Where individual changes his status 
from that of a resident to that of 
a non-resident or from that of a 
non-resident to that of a resident, 
the return shall be made on the 
accrual basis. 


Where return filed for part of year, 
owing to change in accounting 
period, (a) the combined net in- 
come and capital net gain is 
placed on an annual basis, (b) 
personal exemptions allowed for 
the full year, (c) tax reduced to 
proportion that number of months 
included in return bears to twelve 
months. 


Same as federal. 
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Federal 


Corporations subject to special sur- 
tax on undistributed adjusted net 
income. 


A husband and wife who are domi- 
ciled in a state having community 
property laws, may each, in filing 
separate returns, report one-half 
of the income and one-half of the 
deductions. 


Contributions and capital net gains 
or losses—husband and wife are 
treated as a single unit in a joint 
return. 


Returns—Where each spouse has 
net income it may be advantage- 
ous to file separate returns. Joint 
returns advantageous where one 
spouse has a net loss and the other 
has net income. 


A partnership does not pay income 
taxes, but it is required to file a 
partnership return which shows 
the net income of the partnership 
and the distributive shares of the 
partners, on which they are taxed 
in their individual returns. 


Contributions — No deduction for 
contributions is allowed to a part- 
nership, but each partner is en- 
titled to deduct his proportionate 
share of such contributions on his 
individual return. 


New York State 


No corresponding provisions. 


Does not have community property 
laws. However, a non-resident of 
New York who is a resident of a 
state having community property 
laws must report total income 
sarned in New York State. 


Same as federal. 


Same as federal. 


Same as federal. 


Same as federal. 


ESTATES AND TRUSTS 


If the gross income of the estate 
for the taxable year is $800.00 
or over. 


If the net income of the trust for 
the taxable year is $100.00 or 
over, or the gross income is 
$800.00 or over. 


The net income of an estate or trust 
is computed in the same manner 
and on the same basis as in the 
case of an individual with the 
following exceptions: 

(a) Contributions may be un- 
limited if provided for in will 
or in deed of trust. 


If the net income of the estate for 
the taxable year is $1,000.00 or 
over, or the gross income is 
$5,000.00 or over. Net capital 
gains must be added to net in- 
come in determining the liability 
for filing. 


If the combined net income and net 
capital gain is $1,000.00 or over, 
or the combined gross income and 
capital gain for the taxable year 
is $5,000.00 or over. 


Same as federal—also applies to 
estates. 


Same as federal. 
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Comparison of Federal and New York State Income Tax Requirements 


Subject 


Personal 
exemption: 
Estates 


Trusts 


Rates of tax, 
payment 
of tax, 
filing date 
and place 
of filing 


Discretionary 
trusts 


Resident and 
non-resident 
beneficiaries 


Statute of 
limitations: 
On additional 
assessments 


On refunds 


1941 


Federal 


(b) A credit is allowed against 
the net income for amounts 
distributable to beneficiaries, 
etc. 


Exemption of $800.00 allowed even 
if in existence for less than 12 
months. 


Exemption of $100.00 allowed even 
though a trust is in existence for 
less than 12 months. 


Same as set forth under individuals. 


Portion of net income distributed 
to beneficiary, taxable to benefi- 
ciary, balance taxable to fiduciary. 


A citizen or a resident alien benefi- 
ciary of an estate or trust is tax- 
able on his or her share of the net 
income of such estate or trust. 


A non-resident alien beneficiary of 
an estate or trust not engaged in 
a trade or business within the 
U. S. and not having an office or 
place of business therein is taxed 
on his or her share of the net in- 
come of the estate or trust. Re- 
turns to be filed and rates of tax 
vary according to amount of gross 
income. 


GENERAL 


3 years after return filed or 5 years 
after return filed if 25% of gross 
income omitted from return. 


years from time return filed or 2 


years from time tax paid, which- 
ever period expires later. 


w 


New York State 


Same as federal. 


Same as federal except exemption 


of $1,000.00. 


Exemption of $1,000.00 allowed 
even if in existence for less than 
12 months. 


Same as set forth under individuals. 


All taxable to fiduciary. 


A resident beneficiary of an estate 
or trust is taxable on his or her 
share of the net income of such 
estate or trust. 


A non-resident beneficiary is tax- 
able only on such part of his in- 
come from the estate or trust as 
arises from sources within the 
State of New York (exclusive 
of annuities, interest on bank de- 
posits, interest on bonds, notes 
or other interest-bearing obliga- 
tions or dividends from corpora- 
tions, except to the extent to 
which the same shall be a part of 
the income from any business, 
trade or profession or occupation 
carried on in this state subject to 
taxation). 


Same as federal. 


2 years from the time of the filing 
of the return or 1 year from the 
recomputation of the tax. 


Where an assessment is made on 
account of deductions disallowed 
in the year in which they were 
reported, the Commission may re- 
adjust the tax for the years when 
the deduction should have been 
taken if within five years of year 
in which originally reported. 
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Foreign Trade Accounting 


HE papers which follow were 
presented at a special technical 
meeting on the evening of May 8, 
1940, at the Engineering Auditori- 
um, New York City, under the direc- 
tion of the Technical Committee on 


Foreign Trade Accounting. The 
meeting was opened by Mr. Andrew 
Stewart, Vice-President of the So- 
ciety, who in turn introduced Mr. 
George W. Price, Chairman of the 
Committee, who presided. 


Principles of Foreign Trade Accounting 
By Mitton KrirsHEnserc, C.P-A. 


There are very few phases of ac- 
counting about which so little has 
been written or which has been so 
infrequently discussed as_ foreign 
trade accounting. Usually, one has 
little difficulty in finding any num- 
ber of books, periodicals and articles 
on such subjects as real estate, mu- 
nicipal, public utility, fiduciary or 
other specialized branches of ac- 
counting. With respect to foreign 
trade accounting, such is not the 
case, and only the advent of the 
present war in Europe has brought 
this subject to the fore. And yet, 
with modern business being con- 
ducted on an international scale, 
and with many large domestic cor- 
porations having commercial deal- 
ings either in or with numerous for- 
eign countries, the importance of 
this subject becomes apparent. Es- 
pecially at present, with world trade 
in a turmoil due to import restric- 
tions, embargoes, stringent currency 
regulations and declining exchange 
values, a working knowledge of this 
subject becomes necessary for every 
accountant whose clients are en- 
gaged in foreign trade, in order that 
the financial position and results of 
operations of such business may be 
properly reflected in its accounts. 
The subject of foreign trade account- 
ing is no doubt of interest also to 
other accountants not specifically en- 
gaged in this type of work. This 
paper is presented primarily with 
the intent to expound some of the 
basic principles of foreign trade ac- 
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counting. The application of the 
principles of foreign trade account- 
ing under present conditions will be 
presented in another paper this 
evening. 

Foreign trade accounting, in its 
broad sense, represents the reasons 
for and the methods of expression 
of the accounts of one currency in 
terms of another currency. The con- 
version of real and nominal accounts 
represents the method of such ex- 
pression, whereas the principles of 
foreign trade accounting determine 
whether their treatment in the ac- 
counts is being properly handled. 

The exchange rate is the basis 
used in expressing the value of one 
country’s currency in the equivalent 
value stated in terms of the cur- 
rency of another country. Thus, the 
unit of French currency is the franc. 
The current rate of exchange for the 
French franc in New York is two 
cents. In order to determine the 
value of two million frances in dol- 
lars, this amount is multiplied by 
two cents, giving forty thousand 
dollars. Conversely, it may be stated 
that French frances are currently 
quoted in New York at fifty to the 
dollar, which means that with a 
given number of dollars there could 
be acquired fifty times as many 
francs. 

The above is of interest in noting 
the method of expressing one cur- 
rency in terms of another, as well as 
the method of converting foreign 
assets into equivalent dollar values, 
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or of dollar values in terms of a 
foreign currency. For the purpose 
of this presentation we will consider 
the necessity of converting foreign 
currencies into terms of U. S. dollars 
—(herein referred to as “dollars”). 


It can be seen that, with regard to 
conversions, the exchange rate used 
for purposes of such conversion is 
of primary importance. There are 
numerous types of exchange rates 
quoted in the daily newspapers, and 
it is important that the proper ex- 
change rate be used. In reading 
your newspaper you may have come 
across exchange rates quoted in 
terms such as “free rate”, “nominal 
rate” and “official rate”. A foreign 
currency may be quoted in terms 
of one or more of these rates. A 
“nominal rate” is quoted for coun- 
tries where there are severe ex- 
change restrictions, and whére it 
is practically impossible to secure 
remittance of funds. An “official 
rate’ represents the rate of exchange 
indicated by the government of a 
country to be the prevailing ex- 
change rate. There are usually two 
or more exchange rates in force in 
such country, one for buying for- 
eign exchange, and one or more for 


selling such exchange. Thus the 
“official rate” is often the rate at 
which an exporter of goods sells 


his foreign exchange to the govern- 
ment in return for local currency. 
The importer of merchandise pur- 
chases this foreign exchange from 
the government for export purposes 
at a much higher rate, depending on 
the type of commodity imported. 
Thus in Chile the official rate is 19.37 
pesos to the dollar, or 5.16c per peso, 
at which rate the exporter sells his 
dollars and receives pesos, whereas 
the importer of necessities must pay 
for the same exchange 25 pesos to 
the dollar, or a value of onlv 4c for 
the peso. An importer of luxuries 
must acquire his dollar exchange at 
31 pesos to the dollar, or about 3%e 
for the peso. These latter two ex- 
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change rates are known as the “free 
rates” of exchange. 

Other countries have similar ex- 
change laws to Chile. In countries 
like Brazil and Roumania it is usu- 
ally necessary to pay a premium 
over the official rate in order to ac- 
quire free dollar exchange. A “free 
rate” is therefore the rate at which 
foreign exchange can usually be ac- 
quired in the open market for trans- 
mission to another country, or at 
which it can be sold in the United 
States in the event that it is trans- 
mitted here in foreign currency. 
There are, of course, exceptions to 
these rules. 

May I digress for a moment from 
this paper and indicate another type 
of “free” and “official” rate than 
indicated heretofore? At present, in 
the case of the pound sterling, re- 
mittances are being received here 
at both “free rates of exchange” at 
a lower dollar value, and at “official 
rates of exchange” at higher dollar 
values. Importers of “essential com- 
modities” in Great Britain are at 
present usually able to sell sterling 
and purchase dollar exchange at the 
“official rate’, the pound being val- 
ued at $4.02, whereas importers of 
“non-essentials” must acquire dol- 
lar exchange in the “free market” 
and receive, at today’s auotations for 
“free sterling”, only $3.31 for the 
pound. 

This rather lengthy discourse on 
exchange rates has been entered into 
in order to show the importance of 
using the correct rate for purposes 
of conversion. Newspaper rates 
should not be the sole criterion as 
to the exchange rates to be used. 
The correct exchange rate to be 
used for purposes of conversion is 
the rate at which the currency was 
received by a particular company 
during the most recent period. In 
some cases this rate may be the 
same as quoted in the newspapers, 
while in other instances it may be 
different. It is possible for the ex- 
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change rate used by one company 
at a certain date to be entirely dif- 
ferent from the rate that a company 
in another industry uses for the same 
currency on the same date. There- 
fore, each company should use an 
exchange rate based on its own ex- 
perience. 

In the above paragraphs the words 
“conversion” or “converting” have 
been used in connection with the 
clerical process of changing foreign 
currency values into U. S. currency 
values. Some accountants may pre- 
fer to use the words “translation” 
or “translating” or some other ex- 
pressions instead. I believe, how- 
ever, that the former expressions are 
used by the majority of accountants, 
and they will therefore be used 
throughout this paper. 

This brings us to the matter of 
accounting for foreign exchange 
transactions. Foreign business may 
be conducted by an American con- 
cern through the medium of: 

(1) The outright sale of merchan- 
dise to customers located in foreign 
nations, or: 

(2) The establishment of an 
agency in a foreign country to han- 
die the sales of products there, or: 

(3) The establishment of a branch 
office of an American company to 
conduct business in a foreign coun- 
UY 0F< 

(4) The establishment of a com- 
pany to do business under the cor- 
porate laws of a foreign nation, with 
the ownership vested in the Ameri- 
can company. This type of enter- 
prise is usually known as a foreign 
subsidiary. 

The accounting problems arising 
as a result of the establishment of 
the above types of operations vary. 
(a) There are usually very few 
foreign trade accounting problems 
arising under the type of operation 
outlined under (1) above. If the 
goods sold by the American com- 
pany are payable in dollars, then 
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the foreign exchange required to ac- 
quire such dollars is provided by the 
purchaser, who will sustain any 
resulting exchange loss (or profit). 
Conversely, if these goods are sold 
and payable in the currency of the 
purchaser, the seller acquires pay- 
ment in foreign exchange, and sus- 
tains any loss (or profit) arising 
from the difference between the 
dollar invoice value of the goods 
and the market value of the foreign 
currency received in payment there- 
of. (b) If an agency is established 
in a foreign country (#2 above), and 
merchandise is shipped there to be sold, 
with cash being sent from time to 
time if necessary, then accounts 
have to be set up on the parent com- 
pany’s books to record this data. 

The accounts receivable are usu- 
ally carried on the parent company’s 
books directly with the customers 
situated in the foreign country, and 
all other transactions are recorded 
on such books. In view of the fact 
that the merchandise is sold in terms 
of foreign currency, it is preferable 
that separate accounts receivable be 
provided for each customer ex- 
pressed in foreign currency with its 
dollar equivalent at the date of sale. 
Any exchange profit or loss result- 
ing from payment of the accounts 
may be recorded at the date such 
pavment is received. 

In the event of a substantial de- 
cline in the book value of the net 
assets of the agency due to a de- 
crease in the exchange rate of the 
currency of the country in which 
the agency is situated, it would be 
advisable to provide a reserve there- 
for on the parent company’s books. 

(c) Conducting business through 
means of a branch office or a sub- 
sidiary of an American company 
(#3 and #4 above) are two popu- 
lar methods of doing business 
abroad. There are a number of rea- 
sons why it might be preferable to 
do business through either one or 
another of these means, such as tax 
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costs, business regulations, ete. 
From an accounting standpoint 
there is but one major difference 
between them. 

In the case of a branch, the branch 
profit or loss is usually transferred 
to the books of the home office at 
the end of each year, whereas in 
the case of a subsidiary company 
profits and losses remain on the 
subsidiary’s books. Profits are only 
transferred by the subsidiary to the 
parent company through dividend 
payments, whereas losses of the sub- 
sidiary may, if deemed necessary, 
be provided for on the parent com- 
pany’s books by reserves against 
its investment or advances in the 
subsidiary company. In view of the 
fact that methods (3) and (4) are 
the more common mediums of do- 
ing business abroad, this paper will 
devote itself primarily to the ac- 
counting aspects thereunder. 

In the case of a branch or subsidi- 
ary, the home office or the parent 
company sets up its investment cost 
at the dollar amount at the date of 
the investment. The foreign cur- 
rency equivalent of the dollar invest- 
ment is set up on the branch or sub- 
sidiary’s books. Such foreign cur- 
rency, for purposes of consolidation, 
is carried at the dollar value appear- 
ing on the home office or parent 
company’s books, and does not fluc- 
tuate thereafter. At the end of each 
accounting period, which may be 
monthly, quarterly, semi-annually or 
annually, the foreign branch or sub- 
sidiary company prepares its trial 
balance, balance sheet and profit and 
loss accounts in foreign currency. 
Such balance sheet and profit and 
loss accounts are then converted in- 
to U. S. currency and consolidated 
with the balance sheet and_ profit 
and loss accounts of the parent com- 
pany or home office. Such conver- 
sion of balance sheet and profit and 
loss accounts and their consolida- 
tion is usually through the medium 
of working papers at the home office, 
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and is not actually made on its books. 
The following principles and meth- 
ods apply to the conversion of real 
and nominal accounts of the foreign 
subsidiary or branch office into terms 
of dollars. In this connection, ref- 
erence is made to the statement here- 
tofore discussed on the subject of 
exchange rates to be used for con- 
version purposes. 


Assets 


Current. Current assets are con- 
verted into dollars at the current 
“free” rate of exchange prevailing 
for the foreign currency at the close 
of business on the date of the balance 
sheet. In the event that currency 
is being remitted here at a rate other 
than the current “free” rate of ex- 
change, then the rate to be used for 
conversion purposes should be the 
remittance rate. This is based on 
the principle that assets such as 
cash, accounts’ receivable, ete., 
should be included in the balance 
sheet at their realizable values. 


Fixed Assets. Such assets as land, 
buildings, equipment, etc., should be 
converted at the exchange rate pre- 
vailing at the time the assets were 
acquired. The resulting dollar val- 
ues should thereafter be used at all 
balance sheet dates, and should not 
be changed. Additions to the fixed 
assets should be converted in the 
same manner, and the cumulated 
foreign currency value of the total 
fixed assets should be carried at the 
cumulated original dollar converted 
values. 

The foregoing method of arriving at 
dollar values for fixed assets is based 
on the accounting principle that sur- 
plus should not be affected by the 
valuing of fixed assets at market 
prices. This would result were fixed 
assets converted at current exchange 
rates at balance sheet dates. Be- 
sides, fixed assets are usually neces- 
sary for the continued conduct of 
a business, and should be carried at 
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a “going concern basis” and not on 
a “liquidation”’ basis. 

Prepaid Expenses. Such items as 
prepaid rent, taxes, insurance, etc., 
are usually considered in the nature 
of current assets, and as such should 
be converted at the same rate. 


Deferred Charges. If the amount 
of the deferred charges, such as bond 
discount and expense, etc., are large 
in relation to other assets, then it 
would be proper to convert such 
items periodically at the exchange 
rate prevailing at the date that such 
charges were originally capitalized. 
If the deferred charges are of a rela- 
tively small amount, they may, as a 
practical matter, be converted at the 
same rate as current assets. 

Deposits. Deposits to secure con- 
tracts are usually in the nature of 
long-term assets rather than cur- 
rent assets, and, if of a substantial 
amount, should be periodically con- 
verted at the same exchange rate as 
that prevailing at the date of the 
deposit. However, if the deposits 
are of relatively minor importance 
they may, as a practical matter. be 
converted at the same rate as cur- 
rent assets. 

Liabilities 

Current. Current liabilities, like 
current assets, are converted into 
dollars at the prevailing exchange 
rate at the date of the balance sheet. 

Long-Term. Such liabilities as 
bonds and mortgages are usually 
converted for purposes of consolida- 
tion at two different exchange rates. 
That portion due within one year is 
converted at the exchange rate pre- 
vailing at the date of the balance 
sheet, while that portion due after 
one year is converted at the ex- 
change rate in effect at the time the 
obligation was originally incurred. 


Reserves 


There are different types of re- 
serve accounts, the most common 
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being (1) liability reserves, (2) valu. 
ation reserves. 

(1) Liability reserves consist of 
reserves provided for definitely 
known liabilities of indefinite 
amounts. The reserve for such lia- 
bilities, if due within a year, should 
be converted at the prevailing clos- 
ing exchange rates, and, if due after 
one year, at the rate in effect at the 
date the liability was incurred. 

(2) Valuation reserves consist of 
reserves provided for such assets as 
doubtful accounts receivable, or for 
depreciation of fixed assets. They 
should be converted into dollars at 
the same rates of exchange as the 
rates at which the assets were con- 
verted. 

The matter of determining the 
method of converting depreciation 
expense, and the resulting addition 
to the depreciation reserve requires 
some amplification. In view of the 
fact that the fixed asset for which 
the depreciation reserve is being pro- 
vided is converted at the exchange rate 
prevailing at the time of its acquisition, 
and is carried at such dollar value 
during subsequent accounting pe- 
riods regardless of interim exchange 
fluctuations, it becomes necessary 
that the reserve for depreciation 
should be treated in like manner. 
That is to say, the depreciation ex- 
pense for the period and resulting 
addition to the depreciation reserve 
should be converted from foreign 
currency into dollars at the same 
exchange rate as the asset account. 

Capital 

The foreign currency value of is- 
sued capital stock of a foreign sub- 
sidiary or the capital advanced to 
a foreign branch by its home office 
is converted at the exchange rate 
on the day the investment is made. 
This dollar amount should be in 
agreement with the dollar value of 
the investment as shown by the par- 
ent company or home office books. 
For purposes of consolidation, the 
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dollar equivalent of the foreign cur- 
rency should, at all times, be kept 
at its original converted dollar value. 


Surplus 


The dollar value of the surplus 
of a foreign company or branch is 
arbitrarily stated at an amount ne- 
cessary to bring the halance sheet 
into balance, and represents the dif- 
ference between the converted dollar 
value of the total assets and the con- 
verted dollar value of the liabilities 
and capital. This is of necessity so, 
inasmuch as the foreign currency 
value of the asset, liability and capi- 
tal accounts are converted at differ- 
ent rates of exchange. 

The converted dollar value of the 
surplus account consists of two 
amounts, namely, (1) the converted 
dollar value of the foreign currency 
profits or losses for the period, plus 
(2) the exchange profit or loss aris- 
ing from the conversion of assets 
and liabilities at different exchange 
rates (due to fluctuation of such 
rates) at balance sheet dates. Inas- 
much as the exchange profit or loss 
arising under #2 appears only on 
the conversion balance sheet work- 
ing papers during consolidation, it 
is difficult to determine the exact 
amount of such exchange profit or 
loss in advance. ‘Therefore, such 
amount must represent a balancing 
figure of the surplus account. Of 
course, once the amount of exchange 
profit or loss is determined it is pos- 
sible to check the accuracy of such 
amount. 

The following are the more im- 
portant sources which give rise to 
exchange profit or loss: 

(1) Exchange profit or loss due 
to conversion of current assets and 
liabilities at the present balance sheet 
date, at a different rate of exchange 
than at the date of the close of the 
prior balance sheet. 

(2) Exchange profit or loss aris- 
ing as a result of converting the ad- 
ditions to the reserve for deprecia- 
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tion account during the current pe- 
riod at the rate at which the asset 
was acquired, rather than the pre- 
vailing exchange rate at the date of 
the balance sheet. 

(3) Exchange profit or loss aris- 
ing as the result of an increase or 
decrease in the amount of assets or 
liabilities during the period, which 
are being converted at other than 
closing rates of exchange. Such 
might be the case in the event of 
partial liquidation of a long-term lia- 
bility which is being carried at the 
exchange rate at the time the lia- 
bility was assumed, but which was 
liquidated during the present period 
with current assets being converted 
at a different exchange rate. 

Foreign exchange losses (if any) 
should be anticipated and provided 
for either through the conversion of 
assets and liabilities, as indicated 
above, or by setting up a reserve for 
foreign exchange losses, or both. Such 
losses are usually chargeable directly 
to operations, although shown sep- 
arately in the profit and loss account. 
certain conditions they may 
«rged directly to surplus, pro- 
vided proper notation to that effect 
is made in the operating statement. 
Regarding foreign exchange profits 
arising as above, it is conservative 
to follow the accounting principle 
that losses should be anticipated, but 
not profits. This may be accom- 
plished by crediting such exchange 
profits to a reserve for exchange 
fluctuations. Future exchange losses 
may be charged thereto. Of course, 
if the exchange profits are nominal, 
they may be credited directly to 
operations. 
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Profit and Loss Accounts 


Profit and loss accounts (with the 
exception of depreciation expense) 
are converted by most accountants 
at the average daily exchange rate 
during the accounting period, which 
may be a month, quarter, six months 
or year. Conversions are made at 
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the average exchange rate due to 
the fact that the sales, purchases and 
expenses are recorded in the profit 
and loss account, and represent a 
number of individual daily transac- 
tions. With regard to depreciation 
expense, this item should be con- 
verted at the same rate as the asset 
for which it provides, as outlined 
under the “Reserves” section. 

The foreign currency profit and 
loss accounts, after being converted 
into dollars, should be brought into 
agreement with the profit or loss for 
the period as disclosed by the con- 
verted balance sheet. This may be 


accomplished by charging an account 
called “Foreign Exchange Adjust- 
ments” with the difference between 
the net profit or loss, as converted 
into dollars, and the profit or loss 
for the period as reflected by the 
balance sheet. 

In conclusion, permit me to state 
that I have tried to present in this 
paper a brief summary of the prin- 
ciples of foreign trade accounting. 
There are no doubt a number of 
items not covered herein, which, due 
to the limited time, have of neces- 
sity not been included in the pre- 
sentation of this subject. 


Some Considerations Relative to Consolidation of 
Foreign Accounts 


By J. Wooprow MatuHews, C.P.A. 


a JUNTANTS in the United 
44 States have recently given a 
great deal of consideration to ques- 
tions of converting (or translating) 
accounts of foreign subsidiary com- 
panies and branches, and to the ques- 
tion of proper disclosure of foreign 
operations in annual reports of do- 
mestic corporations. When trade 
balances among nations were settled 
in gold and currency systems were 
stable, the foreign trade problems of 
today did not exist, and therefore 
foreign accounting problems were 
not of great concern to accountants. 
The accepted methods of converting 
accounts of foreign subsidiary com- 
panies and branches could be found 
in text books on accounting, and fol- 
lowed without serious concern as to 
the soundness of the results. At the 
same time, the question of disclosure 
of foreign operations was usually 
met by inclusion of foreign accounts 
in consolidated financial statements. 


The situation today, however, is 
vastly different. A large proportion 
of foreign trade is done on a barter 
basis or under some form of trade 
agreement, currencies are supported 


322 


at artificial levels by governments 
through the use of restrictive meas- 
ures, and often there are several ex- 
change rates for the same country. 
Principles followed in dealing with 
foreign accounts in the past are 
therefore no longer applicable in 
full, and it has become necessary for 
the business world to seek new ways 
of converting foreign accounts of 
domestic corporations, and of dis- 
closing foreign operations in annual 
reports. 

Accountants are well aware of this 
turn of events and have been study- 
ing the questions which have arisen. 
Their most recent statement on this 
subject is set forth in Accounting 
Research Bulletin No. 4, issued in 
December 1939 by the Committee on 
Accounting Procedure of the Ameri- 
can Institute of Accountants. This 
statement deals with questions of 
foreign operations and foreign ex- 
change under three main headings, 
as follows: 


1. Treatment of earnings and as- 
sets. 

2. Consolidation of foreign sub- 
sidiaries. 
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3. Losses and gains on foreign ex- 
change. 


With reference to the question of 
consolidation, the Committee offers 
four methods of adequate disclosure 
of information relating to foreign 
subsidiaries. Briefly, these are: 

(a) To exclude foreign subsidi- 
aries from consolidation, and to fur- 
nish a summary in suitable form of 
foreign assets, liabilities, income and 
losses. 

(b) To consolidate and to furnish 
the summary mentioned under (a). 

(c) To furnish complete consoli- 
dated accounts, together with con- 
solidated accounts of domestic sub- 
sidiaries. 

(d) To furnish complete consoli- 
dated accounts, together with parent 
company accounts, -howing invest- 
ments in and inco:ne from foreign 
subsidiaries separately from those of 
domestic subsidiaries. 


Pronouncements on foreign ac- 
counting questions Pave aiso been 
made by the Securities and [tx- 
change Commission and the ivew 
York Stock Exchange. Views ex- 
pressed in these pronouncements are 
in general accord with the views of 
accountants. 

With this background in mind, it 
is the purpose of this paper to point 
out some of the factors which shouid 
be considered when applying the 
procedures recommended by the In- 
stitute Committee. Before going 
ahead on this theme, however, it 
should be observed that while the 
Committee’s statement not 
specifically mention foreign branches 
it seems to be generally understood 
that branches are intended to be 
dealt with in the same manner as 
subsidiary companies. Therefore, as 
a matter of convenience and of tech- 
nique, foreign branches should be 
instructed to set up their accounts 
as if they were individual enter- 
prises. These branches may then 
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carry unremitted profits accounts on 
their books, and such profits need 
not be taken up on the books at head 
office. In many instances, it may 
also be advantageous to maintain 
accounts of foreign companies and 
branches on a dual currency basis, 
i.e., to record transactions in local 
currency and in the currency of the 
parent company or head _ office. 
Measures of this kind should be help- 
ful in providing required factual in- 
formation. 

Turning now to the main question, 
let us take a company which has to 
choose one of the methods recom- 
mended by the Institute’s Commit- 
tee. If the foreign business is being 
transacted in countries at war, the 
decision may be to exclude foreign 
accounts from consolidation. A de- 
cision to exclude might be arrived 
at on one of several counts: plants 
are military objectives, profits can- 
not be remitted, or practical control 
of the business has been assumed by 
foreign government agencies. On 
the other hand, the decision may be 
to include foreign accounts in the 
consolidation because plants are not 
believed to be in jeopardy, exchange 
restrictions are not yet severe, or the 
nature of the business is such that 
consolidation seems to be the fairest 
way of presenting the accounts. 


| think the same conclusions might 
be reached even though the foreign 
country were not at war. 


Unless conditions are distinctly 
favorable it is suggested that the 
hypothetical company exclude for- 
eign accounts from its consolidation, 
and supplement the annual report 
with statements or summaries of 
foreign business expressed in foreign 
currencies. This treatment should 
certainly be regarded as a full and 
fair disclosure, because such state- 
ments or summaries would be more 
informative than dollar figures. In 
some cases, of course, summaries ex- 
pressed in dollars may be preferable, 
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but on the whole the proposal just 
made is believed to be a sound solu- 
tion of the problem and in accord 
with the first method recommended 
by the Institute’s Committee. It also 
has a practical advantage in that the 
preparation of summaries in dollars, 
which involves almost as many prob- 
lems as complete consolidation, 
would be obviated. 

On first thought it may appear 
that a summary expressed in foreign 
currencies would be awkward to pre- 
pare, particularly in cases where 
business is done in a number of diff- 
ferent countries. A difficulty of this 
nature ordinarily may be overcome 
by preparing a condensed tabulation 
in which figures are shown to the 
nearest hundred or thousand units 
of foreign currency, and by leaving 
figures of minor companies and 
branches out of the tabulation. A 
problem which may be encountered 
in disclosing the extent of foreign 
business is the question of what 
treatment should be accorded profits 
derived by domestic companies from 
sales to foreign subsidiaries. This 
problem will most frequently have 
to be faced in cases where domestic 
companies manufacture for their for- 
eign subsidiaries. So far, the atten- 
tion of accountants has been pri- 
marily directed to the disclosure of 
profits as shown by books of foreign 
subsidiary companies and branches, 
but it seems certain that the point 
here raised is of sufficient importance 
to warrant careful study. 

Continuing with the hypothetical 
company, if the weight of argument 
lies in favor of consolidation, it is 
believed that it would be wise to 
supplement the annual report with 
parent company statements and a 
summary of foreign assets and earn- 
ings. This treatment should give a 
clear view of the foreign stake, and 
at the same time would emphasize 
the important differences between 
parent company and consolidated 
accounts. With the exception of the 
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summary of foreign assets and earn- 
ings, the procedure just suggested is 
the fourth mentioned in the Insti- 
tute’s bulletin, and seems more de- 
sirable than the second or third. 

With the view of checking the 
foregoing conclusions, thirty annual 
reports for 1939 were briefly re- 
viewed. The review indicated that, 
regardless of war, twenty-two com- 
panies continued to consolidate, 
five of them making exceptions as 
to operations in countries seriously 
affected by warfare, such as Ger- 
many, Poland and Austria, etc. The 
companies which continued to con- 
solidate included summaries of for- 
eign operations in their annual re- 
ports and, broadly speaking, may be 
said to have followed the second 
procedure recommended by the In- 
stitute’s Committee. Apparently 
foreign conditions in 1939 were not 
unfavorable enough to cause a major 
swing to exclusion from consolida- 
tion. If conditions grow worse in 
1940, a pronounced swing to exclu- 
sion from consolidation may result. 

When a company is faced with 
conditions which make it undesirable 
to consolidate, there are various 
questions to be answered including 
the following: 

At what figure should investments 
in and advances to foreign subsidi- 
aries be shown in the financial state- 
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ments: 

How should dividends (including 
transfers of branch profits) remitted 
in cash by foreign subsidiaries be 
treated ? 

As for the first question, the 
soundest answer seems to be to carry 
the investments and advances at 
cost, but provide reserves in cases 
where losses have occurred or are 
impending. In cases where consoli- 
dation has been the rule in the past, 
it will of course be necessary to “de- 
consolidate” in order to achieve the 
result just stated. (I assume all of 
you know what is meant by “decon- 
solidate”). This move would involve 
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foreign amounts 


exclusion of 
from all consolidated figures, includ- 
ing consolidated surplus. 


the 


Under certain conditions, how- 
ever, it may be desirable to show in- 
vestments on the basis of underly- 
ing net assets, which might result in 
carrying the investments at an 
amount greater than cost to the ex- 
tent of the undistributed surplus of 
such shares theretofore included in 
consolidated surplus. Ordinarily, 
conditions which make it unwise to 
consolidate would also make it un- 
wise to show investments on a basis 
other than cost, even though the 
underlying net assets are greater 
than cost. 


If a basis other than cost is decided 
upon for the presentation of consoli- 
dated accounts, other questions arise 
as to treatment of the investments 
on the books of the parent company. 
For example, good will has been 
written off in past consolidations. 
Should it now be written off on the 
parent company’s books? If the 
underlying tangible assets are great- 
er than cost, should the interest on 
the parent company’s books be writ- 
ten up to the extent of undistributed 


surplus? 


When dividends are received in 
cash from foreign subsidiaries, ac- 
counting conventions would permit 
them to be reported as income in the 
year in which received, provided the 
dividends were paid out of earnings 
since the dates of acquisition of the 
foreign subsidiaries. When the divi- 
dends are determined to represent a 
return of investment by virtue of 
payment from earnings prior to dates 
of acquisition, or by reason of the 
liquidation of foreign operations, 
they should be credited to the in- 
vestment account. As for dividends 
which are regarded as income, there 
is another method of treating them 
which, in view of the seriously dis- 
turbing state of foreign trade today, 
may be worthy of consideration. 
This is to carry the dividends to a 
reserve account pending future de- 
termination of the outcome of for- 
eign business. 

This alternative and the other sug- 
gestions made in this paper are 
offered for the primary purpose of 
provoking thought on the questions 
which confront accountants. In con- 
clusion, it is believed that a conserva- 
tive procedure should be adopted, 
because realizations hardly ever 
come up to expectations. 


Disclosure in Published Statements of Foreign Operations 


By Atvin R. JENNINGs, C.P.A. 


HE previous speakers this eve- 
ning have discussed the princi- 
ples—or as a matter of terminology 
you may prefer to call them “the ac- 
counting conventions”’—for dispos- 
ing of foreign operations in the accounts 
and the basic factors which underlie 
decisions as to the most desirable 
method of displaying the cumulative 
effect of such transactions in periodi- 
cal statements. It is the purpose of 
this paper to treat with the practice, 
as distinguished from the theory, of 
displaying the results of foreign 
operations in periodical statements. 
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In the final analysis, the soundness 
of any theory can be judged only by 
the results produced by application 
of that theory in practice. 

You are all aware of the conditions 
which, in the past six months or so, 
have tended to make foreign opera- 
tions and foreign exchange matters 
of the utmost importance to many 
enterprises. It is probably no ex- 
aggeration to say that the problems 
incidental to such matters were, in 
an accounting as well as a business 
administration sense, the most per- 
plexing which many companies had 
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to face in the period indicated. In 
disposing of these problems com- 
panies and their independent ac- 
countants have no doubt been guided 
to a material extent by Accounting 
Research Bulletin No. 4 issued by 
the American Institute. In an en- 
deavor to determine to what extent 
the suggestions made in that bulletin 
were adopted in practice, some fifty- 
odd annual reports to stockholders 
were examined. Some of those re- 
ports were issued prior to the prom- 
ulgation of Bulletin No. 4 in Decem- 
ber, 1939, but all of them are, for 
one reason or another, pertinent. 

At the outset I should like to make 
it clear that I do not consider the 
evidence produced by the review is 
necessarily indicative of any gener- 
ally accepted practice. In the first 
place, the study lacks that which the 
statistician likes to refer to as “ex- 
posure”. An accountant, expressing 
the same thought, would say that the 
test made was too limited to serve 
as the basis for tenable conclusions, 
and I agree. In the second place, 
without knowledge of the basic facts 
and conditions which lie back of the 
selections of the various methods it 
is, of course, presumptuous to judge 
the adequacy of the display. Not- 
withstanding these quantitative and 
qualitative limitations, it seems ap- 
propriate to consider the trend in 
presentation of information concern- 
ing foreign operations as disclosed 
by the review. 

It became evident early in the 
study that the data did not lend it- 
self to classification and accumula- 
tion in such manner that the results 
could be statistically reported upon. 
The variety of presentations may 
have resulted from a variety of con- 
ditions, or it may represent indi- 
vidual preference in presentation. 
Whatever the reason, it was appar- 
ent that the review could not be 
summarized by saying, for example, 
that of the fifty companies whose re- 
ports were examined, so many took 
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up income from foreign operations 
only to the extent that such income 
had actually been realized by receipt 
in dollars, whereas the remaining 
companies took up the entire income 
from foreign operations, whether or 
not realized in dollars within the 
year. Nevertheless, the review re- 
sulted in certain definite impressions 
regarding methods of handling the 
several phases of reporting. These 
impressions follow, arranged in rela- 
tion to the suggestions which were 
made in Accounting Research Bul- 
letin No. 4, which, as previously 
stated, was very likely the standard 
consulted by those responsible for 
the financial statements. 

Bulletin No. 4 contains seven 
points. Of these, the first two are 
in the nature of a preamble, and are 
not of importance for present pur- 
poses. Point number three reads: 

“As to earnings, a safe rule for 
United States companies to follow 
would be that in their own accounts 
earnings from foreign operations for 
the current year should be shown 
only to the extent that actual re- 
mittances for them had been received 
in the United States. Provision 
should be made, also, for known 
losses of subsidiaries. In _ other 
words, the pesition shown should 
not be made better by the omission 
of foreign results. 

“Any earnings to be reported be- 
yond the amounts already received 
in the United States should be care- 
fully considered in the light of all 
the facts. The amounts should be 
disclosed if they are significant and 
they should be reserved against to 
the extent that their realization in 
dollars may be doubtful.” 

You will observe that there are 
really two parts to this suggestion. 
The majority of companies whose 
statements were studied apparently 
concluded that the income from their 
foreign operations was such that 
they could safely include in their ac- 
counts all such income, whether or 
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not it was fully realized in dollars. 
On the other hand, where there was 
evidence of operations in Poland, 
Germany or Spain (and sometimes 
in Italy) the tendency seemed defin- 
itely to omit the income from such 
operations to the extent not remit- 
ted to the parent company. Further, 
in several cases it was noted that the 
remitted portion of such income was 
applied by the parent to the reduc- 
tion of its investment in assets in 
the countries noted. The general 
impression gained was that, with 
the exception of the countries noted, 
it appeared reasonably probable to 
those responsible for the financial 
statements that the income from 
foreign operations in 1939 could ulti- 
mately be realized in dollars. 

Point number four suggests that: 

“As to assets held abroad, the ac- 
counting must take into considera- 
tion the fact that most foreign assets 
stand in some degree of jeopardy, so 
far as ultimate realization by United 
States owners is concerned. Further- 
more, the possibility of these risks 
and restrictions being extended must 
be faced.” 

This recommendation appears to 
have been given due consideration. 
It has already been noted that the 
income from foreign operations in 
certain cases was applied to a reduc- 
tion in the investment in foreign 
assets. In addition, provision from 
other sources was disclosed. In 
some instances the investment was 
reserved against in full. Perhaps a 
fair generalization would be, as one 
might suspect, that while business 
has abandoned hope of recovering 
assets in Poland, Germany and in 
some cases in Spain, it feels that the 
time has not yet arrived to give up 
on other foreign investments, more 
particularly on assets located in 
France and England. 


Point number six suggests pos- 
sible ways of providing adequate 
disclosure of information relating to 
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foreign subsidiaries. It is rather 
lengthy, and since it has been effec- 
tively summarized for you by the 
previous speaker, it need not be re- 
peated here. Essentially it all boils 
down to how foreign subsidiaries are 
to be treated in the preparation of 
consolidated statements. The re- 
view of published statements did not 
disclose any outstanding preference. 
It did, however, indicate one possi- 
bility which was not stated in Bul- 
letin No. 4, that is, consolidation of 
certain foreign subsidiaries and ex- 
clusion of others. This device was 
employed rather freely in instances 
where the companies had operations 
in, let us say, Canada or South 
America as well as in Europe or 
where, within Europe, operations 
were conducted in Poland or Ger- 
many as well as in England, France 
or some other countries where the 
risk was not deemed to be so great. 
By and large I would say that the 
disclosure made, whatever the me- 
dium selected, appeared to be satis- 
factory. 

You will note that Method 1 indi- 
cated that a summary in suitable 
form be provided of assets, liabili- 
ties, income or losses of foreign sub- 
sidiaries. Your attention is directed 
particularly to the phrase “suitable 
form.” A great variety of forms re- 
sulted ; the amount of detail provided 
appeared to be in proportion to the 
apparent importance of the situa- 
tions. In some instances, where the 
summary provided was the substan- 
tial equivalent of separate state- 
ments for foreign interests, it was 
noted that the data were expressed 
in the foreign currencies, not in U.S. 
dollars. It was also interesting to 
note that while there seemed to be 
general agreement as to the desira- 
bility of giving a rather complete 
description of the rates used when 
assets and liabilities were translated 
into dollars, there was no such de- 
gree of consistency in providing in- 
formation as to the rates used in 
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translating the result of foreign 
operations for the period. This per- 
haps was the result of the fact that 
the break in exchange occurred in 
the middle of the year, necessitating, 
in some cases, the use of one or more 
rates in respect to operations in a 
given country. Also, in some in- 
stances, the earnings, or a substan- 
tial part of them, may have been re- 
mitted and converted into dollars at 
a certain effective rate which was, no 
doubt, used to translate at least that 
part of the earnings. 

Point number seven treats with 
the disposition of realized and un- 
realized foreign exchange gains and 
losses. It appears to be accepted 
practice to reflect realized gains or 
losses in the income account (as op- 
posed to the surplus account). Re- 
garding unrealized losses, it was 
recommended that: 

“Where the corporation’s practice 
is to carry the balance of income toa 
separate surplus statement, either 
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(1) the provision should appear as 
a charge in the income statement, 
the balance before and after the 
charge perhaps, being shown, or (2) 
if the amount and the circumstances 
are such that this would seriously 
impair the value of the income state- 
ment as an indication of earning 
capacity, and the charge for that rea- 
son is made to surplus, a clear dis- 
closure of the treatment should ap- 
pear in a note in the income state- 
ment.” 

In the majority of the cases re- 
viewed, the charge was made to the 
income account. 

In conclusion, if the conditions 
abroad remain disturbed for some 
time, as unfortunately now seems 
indicated, practice will no doubt 
further crystalize. In the meantime, 
the theories of reporting foreign ex- 
change transactions as represented 
by the recommendations in Account- 
ing Research Bulletin No. 4 appear 
to be endorsed by practice. 
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SECURITIES AND EXCHANGE 
COMMISSION 


Accounting Series Release No. 21 
February 5, 1941 

The Securities and Exchange Commis- 
sion today announced the adoption of 
amendments to Rules 2-02 and 3-07 of 
Regulation S-X, which are designed to 
correct certain defects disclosed by the 
Commission’s studies of accountant’s cer- 
tificates. Regulation S-X governs the form 
and content of financial statements re- 
quired to be filed on Form A-2 under the 
Securities Act of 1933 and most of the 
forms promulgated under the Securities 
Exchange Act of 1934. The amendments 
become effective March 1, 1941. 

At the time of the adoption of Regula- 
tions S-X it was stated that “In view of 
the pending proceedings in the matter of 
McKesson and Robbins, Incorporated, 
and several other cases, the rules govern- 
ing certification by accountants, although 
altered and clarified in some _ respects, 
have been retained in substantially the 
form now found in the General Rules and 
Regulations under the Securities Act of 
1933 and the several major forms under 

1e 1933 and 1934 Acts. Upon completion 
of these proceedings, however, such rules 
are to be considered with a view to re- 
visions deemed necessary as a result of 
these cases. 

The form of the accountant’s certificate 
was considered at some length in the Re- 
port of Investigation, in the Matter of 
McKesson & Robbins, Inc. The follow- 
ing conclusions reached on this subject 
are quoted from pages 434-435 of the 
report:* 


it appears to us that the follow- 

ing principles should be adopted re- 
specting the form and content of ac- 
countants’ certificates in order to avoid 
possibility of confusion in the future. 
“The work done should be described 
as the auditor sees fit and any desired 
information concerning the accounts 
may be stated. While we do not think 
that each audit step should necessarily 
be set forth, it is to be hoped that really 
descriptive langu: age will be used as dis- 
tinguished from a standard form based 
upon procedures set forth in a bulletin 
neither of which is referred to in the 
certificate. While the road is left clear 
to the auditor to describe in his own 
language what he has done and what he 
has found, we suggest one positive re- 
quirement in this connection. The cer- 
tificate should state as part of the de- 
scription of the scope of examination 


every generally recognized normal audit- 
ing procedure which has been omitted 
and the reasons for the omission. 

“We believe that, in addition to the 
present expression of opinion that che 
company’s position and results of opera- 
tions are fairly presented by the ac- 
counts, the accountant should certify 
that the examination conducted was not 
less than that necessary in order to form 
the foregoing opinion. This statement 
may well replace the one generally in 
use in certificates prior to the present 
hearings in which the only reference to 
the examination in the opinion para- 
graph was in the words ‘based upon 
such examination’ or ‘subject to the fore- 
going’ following ‘In our opinion.’ Be- 
— not definitely stating w hether the 

xamination was sufficient in scope, 
Gas words would seem to incorporate 
all prior references to the examination 
in the preceding paragraphs of the cer- 
tificate and base the auditor’s opinion 
thereupon without specifically stating 
whether those references were purely 
descriptive or in the nature of excep- 
tions. Exceptions to the scope of the 
audit or to the accounts should be ex- 
pressly so stated in the same sentence 
as the certification as to the scope of 
the audit and the opinion as to the ac- 
counts, respectively. Exceptions may be 
incorporated by reference in such sen- 
tences but must be specifically desig- 
nated as ‘exceptions.’ If any requ‘red 
information has been withheld by the 
client or access to records denied these 
facts should, of course, be treated as 
exceptions. 

“We said above that the auditor should 
certify that the examination was not 
less than the required minimum of ac- 
cepted practice both as to procedures 
and the manner of their application. 
While accountants may not be able to 
certify as to the correctness of the 
figures appearing on the financial state- 
ments in the sense of guaranteeing or 
warranting their correctness but can 
merely express their opinion with re- 
spect to them, we do think they can 
and should certify that the examination, 
on which their opinion as to the finan- 
cial statements was based. was at least 
equal to professional requirements.” 


Amendments of the rules as to account- 
ants’ certificates have for some time been 
the subject of correspondence and discus- 
sion between committees representing the 
American Institute of Accountants, the 
Controllers Institute of America, and the 
American Accounting Association, and 


* Copies of the report may be obtained from the Superintendent of Documents, United 


States Government Printing Office, Washington, 


1941 


D. C., price 60 cents. 
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numerous individual accountants and mem- 
bers of the Commission’s staff. During 
this time the suggestions made by indi- 
viduals as well as by the committees have 
been given careful consideration and a 
number of them embodied in drafts of 
the rules which have been made available 
to the cooperating committees and indi- 
viduals for further criticism. Successive 
revisions and criticism have resulted in 
the revised rules now adopted by the 
Commission. 

The revised Rule 2-02 sets forth require- 
ments as to the contents of the account- 
ant’s certificate and is divided into four 
sections. 


Section (a) states certain technical re- 
quirements and involves no change from 
previously existing rules. 


Section (b) contains the requirements 
for the accountant’s representations as to 
the nature of the audit which he has made. 
Under subdivision (i) the accountant must 
give a reasonably comprehensive descrip- 
tion of the scope of the audit which he has 
performed. In accordance with the opin- 
ion of the Commission in the McKesson 
report, the subdivision also requires that, 
if any generally recognized normal audit- 
ing procedures have been omitted with 
respect to significant items in the finan- 
cial statements, such omissions shall be 
stated with a clear explanation of the 
reasons for such omission. It is con- 
templated that designation of procedures 
omitted would be confined to the primary 
auditing requirements which have been 
recognized as normal auditing procedure, 
as for example, the circularization of re- 
ceivables, and would not extend to de- 
tailed or mechanical steps. Since in par- 
ticular circumstances such omissions may 
be proper, the specification of such omis- 
sions and the reasons therefor in connec- 
tion with the description of the audit 
would not be considered as exceptions or 
qualifications unless specifically so noted 
in connection with subsection (ii) which 
requires that the accountant shall state 
whether the audit was made in accord- 
ance with generally accepted auditing 
standards applicable in the circumstances 
In referring to generally recognized 
normal auditing procedures the Commis: 
sion has in mind those ordinarily em- 
ployed by skilled accountants and those 
prescribed by authoritative bodies dealing 
with this subject, as for example, the 
various accounting societies and govern- 
mental bodies having jurisdiction. In re- 
ferring to generally accepted auditing 
standards the Commission has in mind, 
in addition to the employment of gen- 
erally recognized normal auditing proce- 
dures, their application with professional 
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competence by properly trained persons, 
The Commission further recognizes that 
the individual character of each audit- 
ing engagement and the facts disclosed 
through a vigilant, inquisitive, and ana- 
lytical approach by the auditor may call 
for the extension of normal procedures 
or the employment of additional proce- 
dures. Therefore, subsection (iii) requires 
that the accountant also state whether 
he omitted any procedure deemed neces- 
sary by him under the circumstances of 
the particular case. 

Paragraphs two and three of section (b) 
incorporate provisions of previous rules 
and add the requirement that ‘‘appropriate 
consideration shall be given to the ade- 
quacy of the system of internal check 
and control,” thus emphasizing the im- 
portance of this basic element. 

Section (c) concerning the opinion of 
the accountant as to the financial state- 
ments covered by the certificate and the 
accounting principles followed is for the 
most part a restatement and clarification 
of previous rules. 

Section (d) includes an important change 
from previous rules, in that it requires in 
addition to a clear identification of all 
exceptions that, to the extent practicable, 
the effect of each exception on the related 
financial statements be given. A clear 
explanation of the effect on the financial 
statements of the use of accounting princi- 
ples to which exception is taken is deemed 
necessary if the statements are not to be 
misleading to investors. 

Rule 3-07 incorporates the new require- 
ment that if “any significant retroactive 
adjustment of the accounts of prior years 
has been made at the beginning of or dur- 
ing any period covered by the profit and 
loss statements filed, a statement thereof 
shall be given in a note to the appropri- 
ate statement, and if the adjustment 
substantially affects proper comparison 
with the preceding fiscal period, the nec- 
essary explanation.” 

The text of the Commission’s action 
follows: 


Amendment No. 3 to Regulation S-X 


The Securities and Exchange Commis- 
sion, acting pursuant to authority con- 
ferred upon it by the Securities Act of 
1933, particularly Sections 7 and 19 (a) 
thereof, and the Securities Exchange Act 
of 1934, particularly Sections 12, 13, 15 (d), 
and 23 (a) thereof, and finding such ac- 
tion necessary and appropriate in the 
public interest and for the protection of 
investors, and necessary for the execution 
of the functions vested in it by the said 
Acts, hereby amends Rules 2-02 and 3-07 
of Regulation S-X to read as follows: 
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“RuLe 2-02. 


“(a) Technical requirements 


ACCOUNTANYS’ CERTIFICATES 


“The accountant’s c#rtificate shall be 
dated, shall be signed manually, and shall 
identify without detailed enumeration the 
financial statements covered by the cer- 
tificate. 

“(b) Representations as to the audit 

“The accountant’s certificate (i) shall 
contain a reasonably comprehensive state- 
ment as to the scope of the audit made 
including, if with respect to significant 
items in the financial statements any au- 
diting procedures generally recognized as 
normal have been omitted, a specific desig- 
nation of such procedures and of the 
reasons for their omission; (ii) shall state 
whether the audit was made in accord- 
ance with generally accepted auditing 
standards applicable in the circumstances; 
and (iii) shall state whether the audit 
made omitted any procedure deemed nec- 
essary by the accountant under the cir- 
cumstances of the particular case. 

“In determining the scope of the audit 
necessary, appropriate consideration shall 
be given to the adequacy of the system 
of internal check and control. Due weight 
may be given to an internal system of 
audit regularly maintained by means of 
auditors employed on the re gistrant’s own 
staff. The accountant shall review the ac- 
counting procedures followed by the per- 
son or persons whose statements are cer- 
tified and by appropriate measures shall 
satisfy himself that such accounting pro- 
cedures are in fact being followed. 

“Nothing in this rule shall be construed 
to imply authority for the omission of 
any procedure which independent ac- 
countants would ordinarily employ in the 
course of an audit made for the purpose 
of expressing the opinions required by 
paragraph (c) of this rule. 
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“(c) Opinions to be expressed 

“The accountant’s certificate shall state 

clearly: 

“(i) the opinion of the accountant in 
respect of the financial statements 
covered by the certificate and the 
accounting principles and prac- 
tices reflected therein; 

“(ii) the opinion of the accountant as 
to any changes in accounting 
principles or practices, or adjust- 
ments of the accounts, required 
to be set forth by Rule 3-07; and 

“(iii) the nature of, and the opinion of 
the accountant as to, any signifi- 
cant differences between the ac- 
counting principles and practices 
reflected in the financial state- 
ments and those reflected in the 
accounts after the entry of adjust- 
ments for the period under review. 

“(d) Exceptions 

“Any matters to which the accountant 

takes exception shall be clearly identified, 
the exception thereto specifically and 
clearly stated, and, to the extent practi- 
cable, the effect of each such exception 
on the related financial statements given. 


“RuLE 3-07. CHANGES IN ACCOUNTING 
PRINCIPLES AND PRACTICES 

“If any significant change in account- 
ing principle or practice, or any signifi- 
cant retroactive adjustment of the ac- 
counts of prior years, has been made at 
the beginning of or during any period 
covered by the profit and loss statements 
filed, a statement thereof shall be given 
in a note to the appropriate statement, 
and, if the change or adjustment substan- 
tially affects proper comparison with the 
preceding. fiscal period, the necessary ex- 
planation.’ 

The foregoing action shall be effective 


March 1, 1941. 
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To Obtain 
Statistics 
OUICKER 


Obtaining statistics need not be 
laborious: neither does it require 
expensive equipment. 


The Burroughs direct method— 
which provides final statistical 
reports directly from original 
media—offers a number of out- 
standing advantages. Repeated 
figure-copying is avoided. No in- 
termediate records need be cre- 
ated. Hence, statistics are obtained 
quicker. 
To learn more about the 


Burroughs direct method 
call or write— 


Burroughs Adding Machine Co. 


219 Fourth Avenue ALgonquin 4-6350 
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